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Thi s adversary proceedi ng represents convol uted and
conplicated disputes between a failed toy retailer, Toy King
Distributors, Inc. ("Debtor"™ or "Toy King"), on the one hand,
and the retailer's insiders, co-guarantors, and a bank, on the
other hand. It involves events occurring over the retailer's
two bankruptcy cases. This retailer failed pronptly after
confirmng a Chapter 11 plan of reorganization in the first
case. The confirned Chapter 11 plan in the second case
involved liquidating the retailer. In the liquidation, the

unsecured creditors received nothi ng what soever.



The court authorized the official conmttee of
unsecured creditors in the second Chapter 11 case to pursue
this adversary proceeding. In the proceeding, the conmmttee
seeks to recover against the debtor's insiders, co-guarantors,
and principal |ender, thereby ensuring sone recovery for the
creditors. Although the commttee has not proven all of its
clainms, the court concludes that the commttee has established

entitlenent to recover $2, 903, 844. 00.
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1. | NTRODUCTI ON.

The debtor first filed for relief under Chapter 11 of

t he Bankruptcy Code on July 6, 1988, Case No. 88-1663 (" Toy

King 1").

Toy King | ultimately resulted in the confirmation

of a plan on May 23, 1989. The plan provided for a pro rata
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distribution to unsecured creditors, npost of whom were toy
manuf acturers. The only sharehol der of the reorgani zed debtor
was the corporate parent of the debtor, T.K Acquisitions, Inc.
("TKA"). The debtor funded the plan with nonies borrowed by
TKA from Li berty Savings Bank, F.S.B. ("Liberty"). Liberty

al so | oaned nonies on a line of credit to TKA which, in turn,
made the funds available to the debtor for its operations.

Li berty secured its loans by a lien on Toy King's inventory and
ot her coll ateral

The reorgani zed debtor continued in business, closing
sone stores and opening others, but operated at a | oss through
1989. Toy King was therefore unable to continue as a viable
entity. OCreditors of the conpany filed an involuntary Chapter
7 bankruptcy petition on February 12, 1990, Case No. 90-528
("Toy King I'1"), the case in which this adversary proceeding is
brought. The court converted the case to a case under Chapter
11 and ultimately confirmed a liquidating plan. 1In the
liquidation, Liberty received full paynent for its secured
claim The unsecured creditors, however, nost of which were
al so unsecured creditors in Toy King I, received no dividend in
the |iquidation.

As part of the confirmed |iquidating plan, the court
authorized the Oficial Commttee of Unsecured Creditors
("creditors commttee") to prosecute the debtor's clains
against entities and persons involved with the debtor.

Accordingly, the creditors commttee filed this adversary
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proceedi ng agai nst Liberty Savings Bank, F.S.B. ("Liberty"),
T.K. Acquisitions, Inc. ("TKA"), Don S. Morrow ("Mrrow'),

M chael Angle ("Angle"), MD Financial, Inc. ("M&D'), Robert
King ("King"), Constance L. Wodward ("Wodward"), Jerone
Hunsaker Il ("Hunsaker 11"), Jerone Hunsaker I11 ("Hunsaker
[11"), and Mel ani e Ranney ("Ranney"). Drawn in 16 counts, the
conpl aint seeks to recover nonies for the benefit of the estate
fromthe defendants on various theories, including preferences,
fraudul ent transfers, equitable subordination, and various
state law cl ains, including breach of the confirnmed plan in Toy
King | and breach of fiduciary duties.

After the filing of this adversary proceedi ng, the
creditors commttee also filed an objection to the claimof
Li berty Savi ngs Bank (Main Case Docunent No. 338). On June 7,
1991, the court entered a stipulated order (Main Case Docunent
No. 343) consolidating the objection to claimwith this
adver sary proceedi ng.

The defendants, other than Liberty, filed an answer
that included affirmative defenses and counterclains. Liberty
also filed an answer and counterclaim The individual
def endant s abandoned sone counterclains in the pretrial
stipulation (Docunment No. 43). |In its final pretrial order
(Docunment No. 59), the court dismssed all renaining
countercl ains raised by both the individual defendants and
Liberty for reasons stated orally and recorded in open court.

In the final pretrial order, the court also narrowed the issues
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for trial to those as described in the pretrial stipulation
(Docunent No. 43).1

The trial on these issues occurred over 17 days
during a period of nore than seven nonths. The evidence
i ncluded the testinony of 14 witnesses and the utilization of
nore than 20 vol umes of docunents. After considering all of
the testinmony, particularly the denmeanor and credibility of the
W t nesses, the exhibits admtted at trial, pleadings and
stipulations filed by the parties, and oral and witten
argunents of counsel, including the authorities cited by the
parties, the court determ nes, by a preponderance of the
evi dence, the facts and i ssues as nore specifically delineated
bel ow as required by F.R B. P. 7052.

This is a |l engthy decision. Mich of the financial
and other factual detail is set forth in the notes. Because
the notes thenselves are lengthy, the court has prepared the
notes as endnotes rather than as footnotes. These notes, of
course, are an integral part of the deci sion.

11, JURI SDI CTI ON

The court has jurisdiction of the parties and the
subject matter pursuant to 28 U S.C. 88 1334 and 157(a) and the
standi ng order of reference entered by the district court.

This proceeding is a core proceeding within the nmeaning of 28
U S C 8§ 157(b), and the parties have consented to the entry of
final orders and judgnent by this court subject, of course, to

appel l ate revi ew under 28 U. S.C. § 158.
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V. CGENERAL FACTS OF THE CASE

A. BACKGROUND

Sam Levy incorporated Toy King Distributors, Inc., in
Florida in 1959. He was the principal shareholder. Toy King' s
primary business was the sale of toys at retail through |eased
space i n shopping centers. The conpany's headquarters and
di stribution warehouse were in Olando, Florida. |Its retai
stores were in several states.

Bet ween 1984 and 1986, the conpany grew rapidly from
34 stores to 62 stores located primarily in the Southeast. |In
addition to the retail sale of toys, Toy King expanded its
business to include the sale of children's apparel. The
conpany al so acquired a fleet of trucks and undertook the
transport of its goods throughout the Southeast fromits
war ehouse facility in Olando. The conpany initially received
inventory at this warehouse and, fromthere, distributed it to
the various stores. |Inventory for new stores was specially
segregated in the warehouse.

By the end of 1986, largely due to its rapid
expansi on, Toy King was experiencing chronic business probl ens.
The conpany posted a | oss of $965,919 at the end of its 1986
fiscal year.? At the sane time, M. Levy's health was failing.
M. Levy died in early 1987. Hi s estate owned approxinately 75
percent of the debtor's stock, and famly litigation ensued

with respect to the ownership of the conpany.
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In an effort to resurrect the troubl ed business, the
estate's executor hired Robert O King as president of Toy King
that sanme year. King was well known in the trade, having been
chief toy buyer and marketing man for AL M Best for nore than
ten years.® King had devel oped, and continued to have, a good
wor ki ng relationship with many of the toy manufacturers' credit
managers. King had no prior relationship with Toy King.

King took a nunber of steps to inprove the
profitability of the debtor. He replaced the corporate
conptroller and inplenented a conputer supported inventory
control system He also discontinued the children's clothing
operations and |liquidated the inventory connected with those
operations. Finally, he discontinued the trucking operation
and began to utilize comercial freight lines to transport
i nventory.

B. MORROW LOOKS AT TOY KI NG

Despite these i nprovenents, by the end of 1987 the
conpany was still operating at a loss. Follow ng the 1987
Christmas season, Toy King' s trade and other credit was
substantially curtailed, and it had drawn down nost of its
lines of credit. 1In the spring of 1988, King placed an

advertisenment in the Wall Street Journal seeking investors.

Don S. Morrow was one of the respondents. Morrow was
a certified public accountant in Florida and Georgia.* He had
over five years of experience both as an auditor and account ant

with Haskins & Sells, a nationally recognized accounting firm
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He al so had at | east ten years of experience in evaluating
acqui sition prospects and turnaround candi dates. He had no
experience, however, in the retail toy industry.

King and Morrow net for the first tinme in April 1988.
At that time, Morrow exam ned the books, records, and business
of Toy King. Mrrow determned that the financial difficulties
of the conmpany required a voluntary arrangenent with the major
toy manufacturers and supplier creditors.

Accordingly, King and Morrow attended the Toy
Manuf acturers of Anerica Credit Managers annual convention in
New York City on June 23, 1988. The Toy Manufacturers of
Anerica is a trade association, and nost toy nmanufacturers are
menbers. Once a year, there is a convention to showcase new
products and take orders. Credit managers enployed by the toy
manuf acturers also neet with toy retailers at the convention to
negotiate credit lines and terns for the upcom ng year.

These credit lines are of vital inportance in the
i ndustry because toy retailers characteristically operate at a
| oss for nost of the year. The toy retail business is
seasonal, and historically toy retailers recoup |losses and turn
a profit fromsales that occur in Novenber and Decenber. It is
not uncomon for 40 to 50 percent of the industry's sales to
occur in the nonth of Decenber.

Because of the seasonality of the industry, toy
retailers generally do not pay for inventory purchases under a

30, 60, or 90-day term arrangenent as is common with other
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kinds of retailers. |Instead, toy manufacturers routinely nake
avai |l abl e favorable dating terns to acconmmopdate the historical
sales pattern. Wen dating terns are used, the seller ships
goods to the buyer and bills for those goods at a | ater date
agreed upon by the seller and buyer. For exanple, goods

shi pped in August through Novenber would be billed in January,
and goods shi pped in Decenber through February woul d be billed
inlate spring or early summer. Thus, a toy retailer is able
to receive inventory during the |oss nonths and pay for it
follow ng the profit nonths.

Al though nost toy retailers utilize short termcredit
lines to fund their operations during the nonths they are
operating at a loss, it is virtually inpossible to operate a
toy retail concern without trade credit. The anount of cash
needed to fund operations and purchase inventory during | oss
nmonths i s prohibitive.

Consequently, Mrrow hoped to determ ne whet her the
toy manufacturers attending the convention would extend credit
to Toy King if it were under new managenent. King and Morrow
participated in several neetings at the convention with credit
managers of major toy manufacturers. The consensus reached as
a result of these neetings was that Toy King needed to be
reorgani zed under Chapter 11. The credit managers agreed to
work with King and Morrow to attenpt to create a viable plan of

reorgani zati on.
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C T.K ACQU SITI ONS ACQU RES TOY KI NG

In July 1988, Morrow exercised his option to purchase
75 percent of the stock of Toy King Distributors, Inc., from
the estate of Sam Levy. He paid $50,000.°> He later
transferred his stock in Toy King to T.K Acquisitions, Inc., a
corporation incorporated for this purpose.® At this tine,
Morrow and M chael Angle were the principal sharehol ders of
TKA, and each owned nore than 20 percent of the stock of that
conpany. Angle, like Mdxrrow, was a certified public
accountant. Morrow and Angle were also directors and officers
of Toy King. Both were responsible for the financial
managenent of the debtor, including the preparation of the
debtor's internal bal ance sheets.

King was also a director and officer of Toy King and,
at sone point, acquired stock in the debtor, although his stock
conprised |l ess than ten percent of the shares. He was
responsi ble for the day-to-day operations of the debtor.

Around this time, Mrrow and Angle al so incorporated
Acqui si tion Management, Inc. ("AM").’ This conpany provided
managenent services to both TKA and the debtor for a fee.

D. THE TOY KING | CASE.

1. Toy King fil es bankruptcy.

On July 8, 1988, Toy King filed a Chapter 11 petition
inthis court, Case No. 88-1663. The United States trustee

appoi nted an unsecured creditors commttee. Toy nmanufacturers

22



conprised the entirety of the unsecured creditors commttee.
The comm ttee retai ned counsel and an accountant.

The debtor's only secured creditor was First Union
National Bank ("First Union"). First Union held a nortgage on
the debtor’s warehouse and al so had a security interest in sone
personalty. In addition, First Union was the |argest unsecured
creditor. Oher than First Union, the magjority of the
unsecured creditors were manufacturers and suppliers in the toy
i ndustry.

Following the filing of the bankruptcy case, the
unsecured creditors conmttee and principals of the debtor
began to negotiate a consensual plan. The debtor promul gated a
proposed plan of reorganization and submtted it to its
creditors by the end of Septenber 1988. Thereafter, there were
a nunber of neetings, extensive and often heated, to negotiate
t he proposed dividend to unsecured creditors. As part of the
process, the debtor provided several different plans that
i ncl uded projections and possible capitalization for a
reorgani zed debtor.® At several of these meetings, Morrow
indicated there was a |ikelihood of further investnment in TKA
by hinself and others follow ng a successful confirmation of
t he Toy Ki ng bankruptcy case.

During these neetings, the unsecured creditors
negotiated for a plan that would enable the debtor to continue
as a going concern and preserve it as a potential custoner.

The unsecured creditors, therefore, bal anced the net dividend
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to be paid through the plan, together with the potential profit
that woul d accrue to the unsecured creditors from an ongoi ng
relationship with the debtor, with what they would receive if
the debtor were |liquidated. Had the unsecured creditors
bel i eved that the reorgani zed debtor woul d not be viable as an
ongoi ng custoner, they would have negotiated for a dividend
commensurate wth [iquidation value or sought to have the case
converted to a case under Chapter 7 for the purpose of

i quidation. Because future credit relations with the debtor
were inportant to the unsecured creditors, however, they were
prepared to accept a dividend that was sonething | ess than

[ i qui dation val ue.

Utimately, in Decenber 1988, after nuch deliberation

and negotiation, a 17.5 percent "pot" plan was agreed between
t he debtor and the unsecured creditors conmttee. Under this
agreenent, an anmount equal to 17.5 percent of the debtor's
unsecured debt would be placed in a "pot" and distributed to
unsecured creditors on a pro rata basis. The debtor estinmated
that these prepetition dividends would total $1.6 mllion.
Foll owi ng this agreenent, the accountant and counsel for the
unsecured creditors comnmttee becane nmuch | ess active in the
case. After this point, the work perforned for the unsecured
creditors commttee by these professionals was in furtherance
of confirmng the agreed plan rather than in evaluating

feasibility and operations of the debtor.
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During the bankruptcy case, the debtor maintained its
operations and obtai ned i nventory on new credit advances
secured by a court-approved super-priority lien in favor of the
toy manufacturers.? This super-priority lien secured post-
petition credit advances by toy manufacturers with a lien on
assets of the debtor acquired post-petition and proceeds from
t hose assets that was superior to the clainms of admnistrative
expense claimants and superior to the liens of any others
holding a lien on those assets. The debtor al so sought court
approval of a special arrangenent with N ntendo whereby the
super-priority lien of that creditor would secure prepetition
debt of approximately $200,000 as well as post-petition
advances used for new purchases. As part of this
accommodati on, the debtor also agreed to dism ss a pending
preference action against N ntendo in which the debtor sought
repaynment of $90,000. The court di sapproved this

arrangenent . *°

As a consequence, Nintendo refused to extend
credit to the debtor during the bankruptcy case notw t hstandi ng
the super-priority lien protection in place.

The debtor al so obtained inventory fromthe parent
conpany, TKA. TKA purchased this inventory directly from
manuf acturers and then transferred it to the debtor at cost.
TKA did not receive a super-priority lien for these purchases
on the debtor’s behalf. The debtor, however, paid TKA a
$50, 000 "surety fee." TKA incorporated this "surety fee" into

advertising costs that it charged to the debtor. The debtor
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pai d these advertising "costs" to TKA in the usual course of
its business during the pendency of the bankruptcy case. There
is no evidence that this "surety fee" was disclosed to
creditors or approved by the court.

Toy King filed its proposed plan of reorganization
and its disclosure statenment on Decenber 27, 1988. The
di scl osure statenent stated that 10,000 shares of $10 par val ue
stock woul d be created follow ng confirmation and 1,000 of the
shares woul d be purchased by TKA after confirmation for the
total sum of $10,000. Neither the plan nor the disclosure
statenent provided for any other infusion of new capital into
the debtor. Under "Means for Executing the Plan" at Article V,
on page four, the plan provided that "[t]he Debtor plans to use

TK Acquisitions, Inc., to nake a loan or arrange a |loan to be

made by another entity in order to fund the Plan." (Enphasis

added). There was no nention of preferred stock in either the
pl an or the disclosure statenent.

The disclosure statenent also reflected that
operating | osses of al nost $700, 000 were anticipated for the
1989 fiscal year. |In addition, the disclosure statenent
contained a section that |isted conpensation for officers.'
This section listed the nane, title, and anmount of conpensation
wi t hout expl anation or el aboration. Mrrow s conpensati on was
stated as $60, 000, Angle's was $15,000, and King' s was
$115, 000.
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2. The First Union clains.

Fol Il owi ng the concl usi on of negotiations with the
commttee, First Union, the undersecured hol der of various
nort gages on the debtor's warehouse, approached the debtor and
struck a bargain with regard to its clainms. According to
Morrow and Angle, First Union was anxious to sever its
connection wth the debtor and did not wish to wait until
confirmation for distribution on its clains. The debtor agreed
to transfer to the bank the real property and fixtures
encunbered by the lien and security interest of First Union and
to arrange for the i medi ate paynent of First Union's unsecured
clainms at a discount.

Morrow and Angle forned and incorporated M&D
Financial, Inc. ("M&D"'), for the purpose of purchasing the
unsecured clains of First Union. Both were officers and
directors of M&D, and each owned nore than 20 percent of the
common voting stock of that conpany until Decenber 23, 1989.

On that date, Angle sold his interest in TKA and M&D to Morrow
and resigned as an officer and director of M& and the debtor.
At sonme point, Wodward obtained a five percent interest in
VED.

First Union agreed to sell its unsecured clains
totaling $2,373,615 to M&D for the sum of $125,000. Under this
arrangenent, M&D woul d pay $125,000 for the right to receive
under the plan $415, 382.62, representing 17.5 percent of the face

anount of the total First Union unsecured clains, for a net
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"profit" to M&D of $290, 382.62. This equates to a 232 percent
profit on M&D s investnment. Al though First Union nade this
favorabl e opportunity available to the debtor, Mrrow and Angl e
structured the transaction for their personal benefit.

Debtor's counsel sent a letter dated Decenber 29,
1988, to counsel for the unsecured creditors commttee advising
hi m of the proposed sale.' The specifics of the sale, nost
inportantly the anticipated profit that would accrue to the
purchaser, were not contained in the letter. The letter stated
w t hout el aboration that "[t]he deal with First Union nust be
done by tonorrow.” The closing was schedul ed for the next day,
Fri day, Decenber 30, 1988. The timng of the closing on a
Friday in the mdst of the holiday season, 24 hours or |ess
fromthe date the letter was sent, effectively elimnated any
opposition on the part of the creditors conmttee.*® The
record is devoid of any evidence that anyone received actual
notice of the proposed sale prior to the schedul ed cl osing
dat e.

The debtor filed a notion for substitution of
claimant, seeking to substitute M&D for First Union as the
hol der of the clains, on January 9, 1989 (Main Case Docunent
No. 261 in Toy King I).* The notion was supported by a
stipulation executed by First Union. The notion did not
di scl ose M&D s cl ose connection with the debtor, nor did it

di scl ose the financial details of the substitution.® The
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court granted the notion on an ex parte basis on January 12,
1989 (Docunment No. 263 in Toy King I).

Not wi t hst andi ng the principals' representations of
urgency and First Union's all eged inpatience, M&D did not
actually make the paynent to First Union for the clainms until
April 11, 1989. At the tinme M&D paid First Union for the
acquisition of its unsecured clains, Mrrow and Angl e had been
in active negotiations for nore than a nonth to obtain
financing for the debtor's plan. In fact, M&D nmade the paynent
to First Union on the very day that the court approved the
debtor's disclosure statenent and thus at a point when there
appeared to be little significant risk of non-paynent of the
underlying clainms. The defendants offered no expl anation for
the al nost three nonth delay in making the paynent to First
Uni on.

Al t hough M&D nade the $125, 000 paynent to First
Union, it did so with funds provided by Mdrrow and Angl e t hat
they borrowed individually froma comrercial |ender. MD gave
Morrow and Angle a prom ssory note to docunent their loan to
MED.

3. The Touche Ross pro forma

Morrow, on behalf of the debtor, engaged the services
of the Touche Ross'® accounting firmto prepare a financial
statenent reflecting the effect of the Toy King confirmation on

t he debtor's bal ance sheet. Morrow planned to use this
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statenent to obtain nonies to fund the plan and for post-
confirmation trade credit.

Touche Ross made pro forma adjustnments to the
debtor's audited statenents that it had prepared for the 1988
fiscal year to reflect the effect of the bankruptcy
confirmation as if it occurred at the end of that fiscal year.
Touche Ross nmade these adjustnents based upon information and
assunptions provided by Morrow

For exanple, Morrow estinmated that the debtor would
have prepetition liabilities imediately follow ng confirmation
in the amount of $1, 168,107 and a subordi nated note of $294, 382
for a total of $1,462,489 in projected liabilities to be paid
under the plan. Morrow also indicated that the debtor's assets
woul d be increased by $1,010,000 in cash through capital
contributions, $1 mllion of which would be through preferred
stock and $10, 000 of which would be through conmon st ock.
Morrow antici pated that TKA woul d purchase the preferred stock
usi ng post-confirmati on borrow ngs.

Morrow al so requested that Touche Ross use the
"quasi -reorgani zati on" accounting convention to restate the
debtor's reorgani zed debt as new shareholder's equity. After
consi derabl e research into the propriety of using this
accounting convention in the debtor's circunstances, Touche
Ross acceded to Morrow s request.

Under the "quasi-reorgani zati on" accounting

convention, assets are carried on the bal ance sheet at their
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hi storical values. The conpany's liabilities that are

di scharged t hrough the reorgani zati on, however, are zeroed out
of the bal ance sheet, with a corresponding increase in
sharehol der's equity, first reducing net |osses and next
creating net equity.

The use of "quasi-reorgani zati on" accounting was
controversial at the tine. It was disapproved by the Financi al
Accounting Standards Board and the Auditing Standards Board for
use by conpani es subject to scrutiny by the Securities and
Exchange Conmi ssion. At the tinme of the confirmation of Toy
Ki ng, however, it was not prohibited for use by closely held
conpani es. Because Toy King was a closely held conpany, the
debtor's use of "quasi-reorgani zation" accounting was permtted
by accounting standards. Long after the events in question
here, the use of "quasi-reorgani zation" accounting fell into
conplete disfavor. It is not acceptable for use in any
circunstances at the present tine.

Touche Ross conpleted its prelimnary pro forma
report on April 21, 1989. Al though Touche Ross had prepared
six footnotes that provided additional information about the
debtor and the assunptions upon which the pro fornma was based,
it did not include these footnotes in its conpleted prelimnary
report.

The prelimnary pro forma showed that, if the
reorgani zati on occurred on January 29, 1989, the debtor would

have $2,935,777 in net worth; $1,925,777 fromthe "quasi -
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reor gani zati on" accounting nmet hodol ogy and $1, 010, 000 from
additional paid-in capital and new commobn st ock.

4. The Liberty | oan.

During the pendency of the bankruptcy case, the
debt or had been engaged in negotiations with various banks in
an effort to obtain further financing to fund the plan.
Prelimnary negotiations with Liberty began in March 1989.

Al t hough Liberty had no prior connection with the debtor, it
had a business relationship with Morrow and Angl e and respected
both as nmenbers of the |ocal business conmunity in Macon,
CGeorgi a.

Steve Horne ("Horne") was the bank officer charged
with negotiating with the debtor. Horne was a senior |oan
officer with lending authority of $250,000. He was also a
certified public accountant. At this time, Horne's departnent
was thinly staffed. He therefore did the |oan analysis
hi msel f. Horne conducted an initial investigation, including
reviewi ng the | oan application package, interview ng the
debtor's principals and managenent, and conducting a personal
i nspection of the debtor's office, warehouse, and ot her
facilities. Morrow provided to Horne projections of the
debtor's operations post-reorgani zation that showed a best-case
scenario of a $464,000 profit and a worst-case scenario of a
$20,000 | oss. Mrrow also provided a copy of the prelimnary

Touche Ross pro forma bal ance sheet showing $1.9 million in
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equity in the debtor post-reorganization as a consequence of
t he "quasi-reorgani zati on" accounting met hodol ogy.

Horne prepared a credit approval/credit nmenorandum on
May 3, 1989, in furtherance of the |oan application. |In that
menor andum Horne |isted the debtor as having a net worth of
$1,942,912 as of Decenber 31, 1988. Horne wote that the |oan
woul d be collateralized by cash or cash equivalents in the
amount of $660, 000; store fixtures with a value of $150, 000;
$300,000 in real estate; and inventory in the amunt of
$2,795,000. He further wote that Mrrow woul d provide an
unlimted guaranty, and Wodward and Hunsaker woul d provide a
[imted guaranty of $450, 000 each.

Horne stated as strengths the debtor's new
managenent, mnimal reliance on inventory by the bank resulting
fromthe pledge of additional collateral, the debtor's
relationship with suppliers, and $2 mllion in equity that
woul d be in the debtor follow ng confirmation. Horne stated as
weaknesses the bank's partial reliance on inventory, the
| ocation of the inventory, the seasonality of the business, and
the recurring | osses of past years. He graded the prospective
loan as a 2S' with sone risk. He reconmended approval,
however, of a $1.5 million line of credit to fund the debtor's
pl an of reorganization and to provide additional operating
funds. On May 4, 1989, Horne sent a nenorandumto the senior

| oan conmittee to that effect. In his May 4, 1989, nenorandum
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Horne stated that "[o]nce the Conpany conmes out of Chapter 11

bankruptcy, it will have net worth in excess of $2, 000, 000

The bank's senior loan commttee net on May 10, 1989,
to consider the loan. At the neeting, Horne updated the
committee on the collateral being offered to secure the |oan.
Horne indicated that the cash coll ateral had been increased to
$750, 000, real estate collateral had been decreased to
$250, 000, and inventory was still valued at $2,795,000. There
was no nention of fixtures offered as collateral to secure the
| oan. Horne further indicated that Mdrrow, Angle, and King
woul d sign unconditional guaranties of the |oan, while Wodward
and Hunsaker would offer |limted guaranties of $450, 000 each.
The senior | oan commttee approved the | oan as descri bed.

Prior to the granting of this | oan, Liberty was
principally in the business of residential nortgage |ending.
Its loan to TKA was one of its early forays into comerci al
l ending. The TKA | oan was the first to be made by Liberty in
aid of a debtor in the mdst of a Chapter 11 reorganization.

There was initial discussion between Liberty, TKA,
and the debtor about the structure of the Liberty | oan.

Li berty intended the loan to be nmade directly to the debtor as
obli gor but was di ssuaded from doing so by TKA and the
debtor.' There was evidence presented at trial that TKA and

t he debtor believed that structuring the |oan with TKA, rather

than the debtor, as obligor was nore consistent with the
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di scl osure statenent and also would inure to the benefit of the
debtor by providing sone tax benefits. Structuring the |oan
with TKA as obligor al so avoi ded possi ble scrutiny by bank
exam ners because the obligor was not a conpany in bankruptcy.
This tangentially benefited Liberty.

Accordi ngly, TKA was denom nated as the borrower on
the Liberty loan.'® TKA was a shell conpany with no assets
except its stock in the debtor and receivables owed to it by
the debtor. Al parties to the transaction understood that the
nmoni es fromthe borrowing would ultimately be used by and for
the benefit of the debtor. All parties al so understood that
the debtor's revenues fromits operations would ultimately be
used to service the loan. Toy King and TKA s sharehol ders,
Morrow, Angle, Wodward, the Hunsakers, and Ranney, were to be
guar ant or s.

Foll owi ng the final approval of the |oan, Liberty
issued a commtnent letter. This commtnent letter, dated My
19, 1989, stipulated that up to $1 million of the total $1.5
mllion proceeds was to be used to pay plan dividends to
prepetition unsecured creditors of the debtor. The remnaining
noni es were to be used by the borrower, TKA, solely to nake

capital contributions to the debtor for "general corporate

purposes." ?° (Enphasis added). The loan was to be secured by
TKA's stock in the debtor, the debtor's inventory, and ot her
col |l ateral owned by the individual guarantors. The debtor,

Morrow, Angle, and King were unconditional guarantors of the
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| oan, while Wodward, the Hunsakers, and Ranney were limted
guarantors.? The commitment |etter provided that TKA woul d
pay a |loan fee of $5,000 to Liberty in addition to all other
costs.

The commtnent |etter also contained a nunber of
conditions and prohibitions that Liberty sought to inpose on
both TKA and the debtor. The inclusion of these conditions and
prohi bitions was intended to protect Liberty's position. For
exanpl e, Liberty required that TKA pay down the outstanding
bal ance on a line of credit it had just established with
Citizens and Sout hern Bank ("C&S") that was secured by its
stock in the debtor and its accounts receivable. At the tine
the parties negotiated the | oan comm tnent, TKA owed C&S
approxi mately $180, 000.2% Liberty included this condition to
ensure the priority of its secured status.

Li berty al so required that both TKA and the debtor
mai ntain their operating accounts at Liberty Bank so that it
woul d be able to nonitor both conpanies closely. In addition,
Li berty prohibited TKA and the debtor from paying to thensel ves
any di vidends or bonuses, other than dividends to service the
| oan itself, except by witten perm ssion of Liberty. Liberty
i ntended these prohibitions to prevent TKA or the debtor from
maki ng paynments w t hout the bank's knowl edge and to keep cash
in the debtor and its parent.?

In addition to the conditions and prohibitions

i nposed on TKA and the debtor, Liberty required M&D to
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subordinate to Liberty's debt $294,382 of its dividend on the
claims it acquired fromFirst Union.?* Wth this prohibition,
Li berty sought to keep cash in the debtor as well as ensure
that its claimagainst TKA and the debtor would be superior to
any ot her.

Finally, Liberty required that TKA was to obtain an
opinion letter from Touche Ross stating that, inmediately
followi ng the successful confirmation of Toy King I, there
woul d be "at | east $2,000, 000 of stockholder's equity in Toy
King." The bank required this opinion letter as objective
assurance that the debtor's net worth after confirmation would
be substantially as represented by Morrow and Angle at the tine
the Liberty |l oan was negoti ated and as shown by the prelimnary
pro forma. Although Horne testified that this equity
requi renment was of little inportance to Liberty in nmaking the
| oan, the evidence itself contradicts this assertion. The
court does not credit this testinony.

The commtnent letter provided that the letter was "a
comm tnment only" and was not a "substitute for the definite
| oan agreenent." The sane paragraph explained that Liberty's
"obligation to loan funds to borrower shall arise only under
the ternms of such definitive | oan agreenent and ot her
docunent ation.”

Wth regard to the treatnent of the Liberty |oan
proceeds used by TKA to nmake a capital contribution in the

debtor, the commtnment letter was i nconsistent with the
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prelimnary draft of the Touche Ross pro forma. According to
the coomtnent letter, the funds for TKA's capital contribution
were to cone froma $500,000 Iine of credit. The renaining
funds were to be used by the debtor under a letter of credit to
pay plan dividends to Toy King | unsecured creditors.

The prelimnary draft of the pro forma, however,
provided that $1 million was to be infused as a capital
contribution in the debtor. Although the pro forma contai ned
no notation as to the source of the $1 mllion capital
contribution, Horne, Mdrrow, and M chael Zychinski, the Touche
Ross accountant, all testified that they understood that the
funds for the $1 mllion capital contribution were to come from
proceeds of the Liberty loan. The prelimnary pro forma did
not include any notation as to the use of the renaining
$500, 000 of the Liberty facility or indicate how those proceeds
woul d be treated on the debtor's internal bal ance sheets.

Horne, Morrow, and Zychi nski understood that the
Touche Ross pro forma and the Liberty commtnent letter were
critical docunents that were intended to define the structure
of the Liberty loan and how it would affect the debtor's
financial condition. They knew also that the debtor's trade
creditors were to receive copies of these docunents and woul d
make credit decisions on the basis of the information they
contained. Horne and Morrow testified that they believed trade
credit was essential to the debtor's ability to sustain its

oper ati ons post-confirnmation.
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5. The C&S line of credit.

The court approved the debtor's disclosure statenent
on April 11, 1989.%° As the date of the confirmation hearing
approached, the debtor was in a precarious financial posture.
In the mdst of TKA's final negotiations with Liberty, the
debtor was overdrawn on its debtor-in-possessi on account and
was at the | ow ebb of the sales cycle.

TKA obtained a line of credit fromC&S on May 8,
1989, for the purpose of funding the debtor. TKA executed a
prom ssory note in favor of C&S that provided for a $400, 000
line of credit with a maturity date of Decenber 15, 1989, and
i nterest paynents due quarterly on the third day of the nonth,
begi nning in June, 1989. The C&S line of credit was secured by
the accounts receivable of TKA and unconditionally guarantied
by Morrrow, Angle, and Constance L. Wodward, another TKA
sharehol der. The debtor had no liability on the C&S |line of
credit, either as obligor or guarantor.

TKA made an immedi ate draw on the C&S |line of credit
in the amount of $180, 000 and rmade the proceeds available to
the debtor. The debtor in turn executed an unsecured note,
Note 1, in favor of TKA at an interest rate that exceeded the
interest rate being paid by TKA on the underlying C&S
obligation by at |east one percent. The prom ssory note
executed by the debtor was a demand note w thout a specific due

date for the paynent of principal.?®
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The debtor did not seek the court's approval of this
post-petition borrow ng, although Mirrow testified that he was
aware that such approval was required. It appears fromthe
record that creditors did not receive notice of this post-
petition borrowing. This borrowing was also not reflected as a
[tability on the debtor's financial statenment filed in the
pendi ng bankruptcy case and signed under penalty of perjury by
Ki ng.

6. Confirmation of Toy King I.

In connection with confirmation of the plan, the
debtor mailed ballots to all creditors with a ballot return
deadl ine of May 16, 1989. Counsel for the unsecured creditors
commttee wote a solicitation letter to unsecured creditors
urgi ng acceptance of the plan. The plan was overwhel m ngly
approved. O 101 unsecured creditors, 96 voted in favor of the
plan, and only five, representing | ess than $6,000 in unsecured
debt, voted against the plan. MD voted its clains, which it
had acquired fromFirst Union, in favor of the plan.

The confirmation hearing in Toy King | took place on
May 23, 1989. Morrow testified at the confirmation hearing on
behal f of the debtor. He testified that the debtor would
ef fectuate the plan with a $10, 000 capital stock purchase and a
| oan commitnent fromthe parent conpany. Morrow also testified
that all creditors were to be paid as proposed by the plan.
Morrow testified that the plan proposed to pay unsecured

creditors under a letter of credit 90 days after the
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confirmation of the debtor's plan. Wen directly asked if the
debt or had nade promi ses to any creditors, other than what was
to be paid through the plan, Morrow testified: "No, it has

not . The debtor's evidence with respect to feasibility was
uncontroverted at the hearing.

The debtor offered the commtnent letter into
evidence at the confirmation hearing. There was no di scussion
or testinony about the specifics of Liberty's |oan or the terns
and provisions of Liberty's commtnent letter. The comm tnent
| etter had not been distributed or made available to creditors
prior to the confirmation hearing. The debtor had not made the
commtnment letter a part of the debtor's plan of
reorgani zation. Nevertheless, the | oan described in the
commtnent letter is what nade the plan feasible and thereby
confirmabl e.?” There was no discussion at the hearing about,
nor did the plan or commtnent |letter nention, the debtor's
borrowi ng from TKA on TKA's C&S line of credit.

The court expressed concern at the hearing that the
pl an made no provision for the paynent of interest to those
unsecured creditors who were to be paid 90 days or nore after
confirmation. The court confirmed the plan subject to a
nodi fication that provided for the paynent of interest at the
rate of nine percent to unsecured creditors who were not paid
i mredi ately upon confirmation.

The court entered the order confirmng the plan on

May 23, 1989, the sanme day as the confirmation hearing. The
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effective date of the plan was June 12, 1989. The order of
confirmati on provi ded:

(B) that the Debtor shall be authorized to
execute and to deliver to Liberty Savings
Bank, FSB, Macon, Georgia any instrunents
and docunents necessary to evidence, secure
and relate to Debtor's guaranty or
obligations in connection with the proposed
letter of credit to be provided to Debtor
and line of credit to be provided T.K

Acqui sitions, Inc. pursuant to and in
accordance with the terns of that certain
commtnent letter of Lender to T.K

Acqui sitions, Inc. dated May 19, 1989,
which is incorporated herein by reference.

(Enphasi s added).

The court added this | anguage to the confirmation
order at the specific request of Liberty.

Through sone error, the commtnent letter was not
attached to the order confirmng the plan as was contenpl at ed
by the terns of the confirmation order. Nevertheless, the
parties to this proceeding have stipulated that the comm t nent
letter in evidence is a true and accurate copy of the
commtnent letter that was intended to be attached to the
confirmation order. Although the debtor did not mail the
commtnment letter to creditors with a copy of the confirmation
order, the parties stipulated that nost creditors of the debtor
recei ved or obtained a copy of the commtnent letter at sone
point intime close to the date of the Toy King | confirmation.

No party took an appeal fromthe May 23, 1989,
confirmati on order or sought to nodify it. The plan was then

substantially consunmat ed.
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E. POST- CONFI RVATI ON EVENTS.

1. Another draw on the C&S line of credit.

One week after the confirmation of Toy King I, TKA
again drew on the C& line of credit in the anount of $80, 000.
TKA | oaned the proceeds to the debtor which in turn gave a
prom ssory note to TKA on the sane terns as the first note.
This note was Note 2. During this period, TKA al so nade ot her
draws on the C&S line of credit and nade the funds available to
the debtor without any witten docunentation. %

2. The Touche Ross pro fornma is finalized.

Touche Ross finalized its pro forma by June 4, 1989.
The final version of the pro forma included the six footnotes
omtted fromthe prelimnary pro forma. These footnotes
provi ded additional information about the debtor and the
assunptions upon which the pro forma was based. For exanpl e,
one of the footnotes stated that Touche Ross did not include
contingent liabilities of the debtor for rejection of certain
| eases in its balance sheet in an anmount of up to $414, 000.

The final version of the pro forma al so included two
new footnotes. The first new footnote was a goi ng concern
qualification. A going concern qualification reflects a
reasonabl e doubt that the entity in question has the ability to
survive for a one-year period w thout additional capital or
debt financing.? The second new footnote noted that the
debtor's case had been confirmed and that no objections to the

confirmati on had been filed within the ten-day appeal period.
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Touche Ross appended to the pro forna an i ndependent
auditor's report of historical financial statenents. |In that
report, dated April 21, 1989, Touche Ross rendered an opinion
that "the financial statenments referred to above present
fairly, in all material respects, the financial position of Toy
King Distributors, Inc. as of January 29, 1989, and the results
of its operations and cash flows for the year (52 weeks) then
ended in conformty wth generally accepted accounting
principles.™

Touche Ross al so appended to the pro forma an
i ndependent auditor's review report on pro fornma financial
information. In that report, dated June 5, 1989, Touche Ross
cautioned that "[a] review is substantially less in scope than
an exam nation, the objective of which is the expression of an
opi ni on on nmanagenent's assunptions, the pro forma adjustnents
and the application of those adjustnents to historical
financial information. Accordingly, we do not express such an
opi ni on."

In the finalized pro forma, therefore, Touche Ross
rendered an opinion only as to the accuracy and reasonabl eness
of the debtor's historical financial information as of January
29, 1989, that cane fromits audited books and records. Touche
Ross did not render an opinion about the accuracy,
reasonabl eness, or propriety of managenent's assunptions
concerning the effect of a reorganization on the debtor's

financial condition, although it did indicate that "nothing
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came to our attention that caused us to believe that
managenent's assunptions do not provide a reasonabl e basis" for
the pro forma adjustnents.

Li berty received a copy of the finalized pro forma
inits entirety prior to the closing of the Liberty | oan.

In early June 1989, TKA paid into the debtor the
$10, 000 new capital,® the debtor cancelled the old stock, and
the newly reorgani zed debtor acquired right and title to all of
debtor's property subject to the confirmed plan of
reorgani zati on.

3. Liberty waives the requirenent to obtain a Touche

Ross opinion letter.

Prior to the closing of the Liberty loan, a
representative from Touche Ross cal |l ed Horne and asked him
whet her the bank required the opinion letter. Horne revi ewed
the finalized pro forma and conpared it to the debtor's
i nternal bal ance sheets. The debtor's May 28, 1989, bal ance
sheet included both the $1,010,000 capital contributions and
the $1.9 million equity derived fromuse of the "quasi -
reorgani zati on" accounting net hodol ogy that were assunptions
used in the pro forma. The May 28, 1989, internal bal ance
sheet showed a net |oss of $421,000, resulting in a
correspondi ng reduction in the net equity. Thus, the My 28,
1989, bal ance sheet showed net equity in the debtor in the

approxi mate anmount of $2.5 nmillion. Horne understood that $1
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mllion of this equity was to be funded through the Liberty
| oan.

After review ng these papers, Horne concl uded t hat
t he debtor's bal ance sheets corroborated the informtion and
assunptions used in drafting the pro forma. He therefore
determ ned that the opinion |letter was unnecessary.

Accordi ngly, TKA did not engage Touche Ross to prepare an
opinion letter, and Touche Ross did no further work on behal f
of TKA or the debtor that is relevant to this proceeding.

During these events, Liberty knew it was entering
uncharted waters by making a |large |l oan for the use of a
conpany energi ng from bankruptcy reorgani zation. Liberty also
knew that the |loan was for the benefit of, and would be repaid
from the operations of the debtor. The net equity covenant
contained in the commtnent letter was critical to the debtor's
ability to pay that loan in the event that the debtor did not
perform as expected. Liberty knew that the debtor had | ost
nmoney for the three years prior to the reorgani zati on and t hat
there was a goi ng concern qualification with respect to the
debtor's future performance stated in the pro forna.

Li berty had confidence in Morrow and Angl e, however,
and relied upon their representations as to the debtor's
financial condition as assurance that the bank was protected in
maki ng the |l oan to TKA

Wllard M ITman ("lIman") testified as the plaintiff's

banki ng expert. He opined that Liberty was inprudent in making
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the Liberty loan to TKA without first obtaining an opinion
letter from Touche Ross that corroborated the net worth that
was projected to be in the debtor after its reorgani zation.

| man stated that Liberty was especially inprudent in the face
of | osses before confirmation that caused a 20 percent erosion
of the equity as shown in the pro forma and in |ight of the
goi ng concern qualification. The court credits this testinony
on all of these points.

4. The debtor does not have $2 nmillion in equity
followng the Toy King | confirmation.

Al t hough both sides stipulated that the conm t nent
| etter contained a net worth covenant as a condition of the
Li berty loan, there is a dispute as to the what the debtor's
equity was to include. The defendants assert that the equity
requi renment included the capital contribution fromthe | oan
proceeds anticipated to occur after the closing of the | oan and
shown on the pro forma and debtor's bal ance sheet under assets
as a stock subscription receivable and under sharehol der's
equity as preferred stock. Horne testified repeatedly
t hroughout the trial to that effect.

The plaintiff, on the other hand, asserts that a
pl ain reading of the commtnent letter in conjunction with
general ly accepted accounting principles mandate a concl usi on
that the equity requirenent did not include the $1 million
capital contribution shown in the pro forma and the bal ance

sheet. Robert J. McCarthy ("MCarthy"), the plaintiff's
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accounting expert, testified that generally accepted accounting
principles would not permt the debtor to put $1 nmillion into
assets until the event occurred that caused that noney to be
avail able to the debtor. Accordingly, the debtor could not
show $1 million in assets prior to the funding of the Liberty
loan to satisfy a condition of the loan itself. The court
credits this testinony and does not credit Horne's testinony on
this point.

In addition, the evidence suggests that in fact Horne
himsel f did not ook to the $1 mllion capital contribution
arising fromthe Liberty loan to satisfy Liberty's equity
requi renent. For exanple, Horne's notes made in furtherance of
the | oan approval exclude the $1 million capital contribution
fromhis estimation of the debtor's net equity.

Moreover, it is clear fromthe evidence that the
parties to the Liberty |loan could not have reasonably believed
under any set of facts that $1 million of the |oan could be
infused into the debtor as a lunp sumcapital contribution as
part of a single transaction or event even after the Liberty
| oan closed. The parties knew that $1 million of the |oan was
to be held in a letter of credit in favor of the debtor to be
increnentally drawn down to pay the plan dividends to unsecured
creditors. All parties to the | oan understood that the letter
of credit would be drawn down over a period of at |east 90
days. Horne, Mrrow, Angle, and Zychinski, the Touche Ross

accountant, were all certified public accountants with a better
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t han average understandi ng of basic accounting principles.

Each one knew or shoul d have known that the letter of credit
coul d not be posted as an asset on TKA' s or the debtor's

bal ance sheets until it was actually drawn upon and then only
in the amount of the specific draw. Accordingly, Liberty, TKA,
the debtor and all individuals involved in negotiating and
executing the Liberty | oan knew or should have known that the
$1 million capital contribution shown as a stock receivabl e
creating $1 mllion in shareholder's equity was not accurate or
realistic.

In addition, the parties to the Liberty |oan knew or
shoul d have known that it was unlikely that the debtor could
service the Liberty | oan through dividend paynents on its stock
owned by its sharehol der, TKA. The parties understood that the
debtor was projected to post a loss for every nonth and woul d
therefore be unable to declare dividends in any anount.
McCarthy testified as to all of these points, and the court
credits his testinony.

On the other hand, it would have been feasible from
an accounting perspective for TKA to use $500, 000 of the
Li berty | oan proceeds to make a capital contribution in the
debtor after the Liberty loan closed. This could have been
effected by TKA taking an imediate draw in the full anmount on
that line of credit and then using the proceeds to nmake a

purchase of preferred stock in the debtor in the anmount of
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$500, 000. This treatnent woul d al so have been conpletely
consistent with the requirenents of the commtnent letter.

TKA could not structure its capital contribution in
the debtor in this way, however, because TKA had a direct
obligation to C&S that had to be satisfied fromthe $500, 000
line of credit proceeds at the closing of the Liberty | oan.
TKA was required to draw down the line of credit to pay C&S
directly and thus could not use those nonies to purchase
preferred stock in the debtor. Horne, Mrrow, and Angle al
knew t hat TKA had an obligation to C&S in sone anmount. Each
knew therefore that TKA could not nake a capital contribution
in the debtor using the full proceeds of the $500,000 |ine of
credit.

For the foregoing reasons, the court concludes that
the $2 million equity required as a condition of making the
Li berty |l oan was to exclude any nonies fromthe Liberty | oan
itself.

As stated in Section IV.E 3. above, Horne relied upon
t he Touche Ross pro forma as verification of the debtor's net
equity following the Toy King | confirmation. The net equity
shown in the pro forma derived solely fromthe adjustnents made
as a consequence of managenent's projections and assunptions
provi ded to Touche Ross, including the "quasi-reorganization"
accounting convention. Wthout those adjustnments the debtor's
hi storical financial statements, which were audited and as to

whi ch Touche Ross rendered an opi nion, showed the debtor as
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having a substantial negative net worth. Accordingly, the
equity that Liberty was relying on in its | oan analysis cane
solely from assunptions and projections provided by Morrow.
Touche Ross offered no opinion as to the managenent assunptions
used in formulating the pro forna.

As to the Touche Ross pro forma and the assunptions
upon which it is based, it is clear fromthe evidence that
Morrow crafted the assunptions provided to Touche Ross for its
use in drafting the pro forma in a way that woul d gi ve maxi num
positive effect to the debtor's net worth while at the sane
time ignoring or discounting anything that woul d have an
adverse effect.

As the court noted above, Mrrow was inaccurate and
unrealistic in his projections of a $1 mlIlion cash or cash
equi val ent capital contribution. Mrrow also projected the
prepetition dividend liabilities in an amount that was $200, 000
| ess than he estimated in the debtor's disclosure statenent
prepared at around the sane tinme, and substantially |ess than
the clains that were filed and allowed as of that date. Morrow
used, instead, an arbitrary anmount that he estimted woul d be
the debtor's full liability after the debtor conpleted its
clains litigation. These adjustnents served to depress the
debtor's liabilities and inflate the debtor's assets.

Morrow fixed the debtor's post-petition liabilities
at a point in tinme when the debtor's sale cycle had cone full

circle, thereby ignoring the liabilities and | osses that he
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knew t he debtor would incur in the pre-Christmas nonths. He

al so refused to estimate the debtor's liabilities ensuing from
| ease rejection danmages because they were "contingent," a

speci ous and sonmewhat ironic reason considering that the pro
forma was prepared at a tine when the only fact that was not
"contingent" was that the debtor would operate at a | oss.
Finally, Morrow failed to show as a liability of the debtor the
$500, 000 that TKA was to | oan the debtor fromthe proceeds of
the Liberty | oan.

Thus, Morrow was able to create an inflated statenent
of the debtor's net worth by giving an exaggerated and
unrealistic effect to the capital contribution through the
stock subscription receivable while at the sane tinme omtting
or downpl aying projected liabilities.

Had TKA engaged Touche Ross to prepare an opinion
letter that attested to the reasonabl eness of nanagenent's
assunptions and the debtor's financial statenents as to the
debtor's net worth, Touche Ross woul d have conducted an
exam nation that woul d have | ooked at these assunptions and
financial records in depth. MCarthy testified that such an
exam nation woul d have included an exam nation of TKA's and the
debtor's financial statenments to determine the propriety of the
rel ated transaction shown as a $1 million capital contribution.
He also testified that an exam nati on woul d have required
scrutiny of the debtor's books and records to determne with

specificity the debtor's actual liabilities in existence at the
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time of the examnation. The court credits all of MCarthy's
testimony on those points.

It is reasonable to conclude, therefore, that, had
Touche Ross conducted such an exam nation, it would have
adj usted the pro forma bal ance sheet to exclude the $1 million
capital contribution, while at the sanme tinme increasing the
l[tabilities in some amount. These adjustnents, together with
t he $421,000 net |loss that the debtor posted between January
29, 1989, and May 28, 1989, would have shown net equity in the
debtor in an anmount nuch |l ess than the required $2 mllion. 3%
McCarthy also testified that, in his expert opinion, the debtor
did not have $2 mllion in equity following the Toy King I
confirmation. The court credits McCarthy's testinony on this
poi nt ..

Accordingly, the court determ nes that the debtor did
not have $2 mllion in equity imediately followi ng the Toy
King | confirmation and prior to closing the Liberty |loan. The
court further concludes that Touche Ross woul d have been unabl e
to render an opinion that verified equity of $2 mllion in the
debtor as required by the commtnent letter.

5. The Liberty | oan cl oses.

TKA and Liberty finalized the Liberty loan in md-
June follow ng the conpletion and rel ease of the Touche Ross
pro forma. TKA and Liberty executed a master prom ssory note
that provided for the paynment of interest, on the first day of

each cal endar nonth, at a fixed rate on the first $700, 000 and
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at two percent above the prine rate on the remaining bal ance
due. The principal was due and payable on June 30, 1990,
al t hough there was no penalty for prepaynent. The defendants
represented that the parties had a verbal agreenent that at
| east $900, 000 of the principal would be paid prior to Decenber
31, 1989, notw thstandi ng the June 30, 1990, maturity date.
The master prom ssory note further provided that it was to be
construed and enforced according to the |aws of the State of
CGeorgi a.

TKA, Liberty, and Toy King al so executed a revol ving
credit and security agreenent on June 9, 1989, which
i ncorporated by reference the master note. The docunents
i ncl uded provisions for | oan supplenments or extensions to be
incorporated within the terns of the docunents with a borrow ng
l[imt of no nore than $1.5 mllion in aggregate indebtedness at
any tine.

The debtor pledged inventory, account bal ances,
stock, and all products and/or proceeds of any of the foregoing
as security for the paynent of the master note and "al
obl i gati ons what soever of borrower or Toy King." Liberty filed
Uni f orm Comrerci al Code financing statenents in Al abama,
Florida, South Carolina, Virginia, and Wsconsin in June 1989.
These financing statenents did not specifically identify
proceeds and products as part of the bank's collateral.

Toy King, Mdirrow, and Angle signed joint and several

uncondi tional guaranties. As collateral for the | oan, Mrrow
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pl edged undevel oped real property, two life insurance policies,
and shares of stock in an acquisition conpany. Angle pledged

undevel oped real property??

and two |life insurance policies.
King did not sign a guaranty.

Wbodwar d, the Hunsakers, and Ranney all signed
limted guaranties. Each limted guaranty was capped:
Wodward's in the amount of $350,000; Hunsaker Il's in the
amount of $175,000; and Hunsaker Il11's and Ranney's in the
anount of $87,500 each. These linmted guaranties totaled
$700, 000. Each of the limted guarantors pledged as coll ateral
a master repurchase agreenent with a face anount of the capped
l[imted guaranty exposure. Accordingly, Liberty held cash,
cash equivalents, or real estate as collateral in the
undi sput ed anount of at least $1 mllion.

Li berty did not denom nate any of the pl edged
collateral as primary or secondary. Every guarantor was
jointly and severally liable to Liberty.®* Each guaranty was
identical in its |language with the exception of the dollar
[imtation contained in the limted guaranties. The provisions
of each guaranty were applicable to "all renewals, anendnents,
ext ensi ons, consolidations and nodifications" to the | oan
documents. ®* Al so, each guaranty specifically provided that
t he guarantor wai ved and agreed not to assert or take advantage
of

any defense based on the failure of

Lender to give notice of the existence,
creation or incurring of any new or
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addi ti onal indebtedness or obligation or
of any action or non-action on the part of
any ot her persons or non-action on the
part of any ot her person whosoever, in
connection wth any obligation hereby

guaranteed . . . any defense based upon
failure of Lender to conmence an action
agai nst Borrower . . . the failure of

Lender to perfect any security or to
extend or renew the perfection of any
security; or . . . any other legal or
equi t abl e def enses what soever to which
Guarantor m ght otherw se be entitled.

35

Finally, each guaranty stated that it was a "guaranty
of paynent and performance and not of collection. The
l[tability of Guarantor under this Guaranty shall be direct and
i mredi ate and not conditional or contingent upon the pursuit of
any renedi es agai nst Borrower

As additional protection for Liberty, the guarantor
defendants pledged a |life insurance policy on King's life.

Finally, MD executed an agreenment that subordi nated
to Liberty $294,382 of its right to paynent on the clains it
had acquired fromFirst Union. This represented the bal ance
that would remain after an initial paynent of $121, 000.62.°°

Thus, the loan as finalized differed in several
material ways fromthe | oan that was approved by the senior
| oan conmttee. The nost inportant change, of course, was the
change in obligor fromthe debtor to TKA with the debtor
becom ng an unconditional guarantor of the |loan. The finalized
| oan was al so not supported by an unconditional guaranty by
King. In addition, the finalized | oan was supported by limted

guaranties in an anount $200, 000 | ess than approved. *
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lman testified that, in his opinion, Liberty was
i nprudent in making a loan on terns different than those
approved and nenorialized in the May 10, 1989, senior |oan
commttee mnutes. The court credits this testinony.

The | oan cl osed on June 14, 1989. At about this
time, Whodward acquired 20 percent or nore of the shares of
TKA, and the Hunsakers and Ranney each acquired |ess than 20
percent of the shares of TKA stock.*®

F. TOY KING S SUBSEQUENT FI NANCI AL CONDI TI ON

1. | mmedi ate borrow ngs.

The debtor operated at a | oss throughout the pendency
of the Toy King | bankruptcy case.® As discussed earlier, its
financial condition worsened before confirmation, necessitating

further borrowi ng fromthe parent.*

Thi s borrow ng enabl ed
the debtor to operate through confirmation and until the
closing of the Liberty | oan.

At the closing of the Liberty |oan, TKA imedi ately
drew on the $500,000 line of credit in the anount of
$320,530.15. O this sum $18, 707.22 was paid out in closing
fees and costs, including attorney's fees. Liberty also made a
direct paynment to C&S in the anount of $301, 822.93 to pay down
TKA's obligation to C&S. As a result of this paynent, TKA had
no obligation to C&S after this date, although the |ine of
credit renai ned open.

Despite the pay down of the C&S line of credit, TKA

did not execute or deliver to the debtor a satisfaction of
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Notes 1 and 2. Instead, it continued to hold those notes,

al l ocating them as being supported by the Liberty |oan instead
of the C&S line of credit. Essentially, TKA substituted the
Li berty | oan i ndebtedness for the C& line of credit

i ndebt edness as the underlying obligation of the parent.

After paynent of |oan-rel ated expenses and the
paynent to C&S, only $179, 469.85 renmi ned on the Liberty |ine
of credit to be used for the ordinary operating expenses of the
reorgani zed debtor. Because the bul k of the $500, 000 |ine of
credit sinply replaced the borrowing on the C& line of credit
that occurred i medi ately before and after confirmation, the
Li berty loan resulted in scant positive net effect on the
debtor's financial condition.

2. Bal ance sheets.

According to the debtor's bal ance sheets, however
the financial condition of the debtor appeared to be healthy.
The bal ance sheet of May 28, 1989, stated the debtor's assets
as $5,222,483, liabilities as only $2,718, 146, and
sharehol der's equity as $2,504,336. It appeared fromthe
bal ance sheet, therefore, that the debtor had substanti al
equity and was in a good position to weather the slow sal es
nonths to cone.

The court, however, credits the testinony of MCarthy
that the debtor's bal ance sheets are not credible or reliable
evi dence of the debtor's true financial condition. MCarthy

based his opinion, in part, on the debtor's use of the "quasi-
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reorgani zati on" accounting convention. Because that convention
overstates assets while reducing liabilities, the sharehol der's
equity that results fromthe application of the "quasi-
reorgani zati on" accounting convention is phantomequity. It is
essentially unrealizable. 1In MCarthy's opinion that the court
credits, therefore, the debtor's use of the "quasi-
reorgani zati on" accounting convention resulted in a substanti al
exaggeration of the debtor's net worth.

McCarthy testified that "purchase" or "fresh start”
accounting would nore accurately state the debtor's true
financial position upon confirmation. Using "fresh start"”
accounting, the assets of the debtor would have been val ued at
their allocable part of the anmount used to purchase the
conpany, in this case $10,000, representing what a willing
buyer, here the new sharehol ders, were willing to pay for the

! The court credits this testinony for the purpose

busi ness. *
of determ ning the solvency or insolvency of the debtor.
McCarthy al so opined that the debtor's bal ance sheets
contai ned material om ssions or m srepresentations that
resulted in an overstatenment of assets and an understatenent of
lTabilities.
He testified that the bal ance sheets shoul d have
excl uded the "stock subscription receivable" or "parent conpany

recei vabl e" shown as an asset.*® M¢Carthy also testified that

inventory was inflated, shrinkage was not reflected accurately,
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and the debtor inproperly |listed unearned di scounts and
al I owances.

McCarthy testified further that liabilities shown on
t he bal ance sheets understated the debtor's borrow ngs fromthe
parent conpany, unanortized |oan costs, sales taxes, expenses
associ ated with opening of new stores, and | ease rejection
expenses in connection with closing of old stores.

In addition, the debtor's bal ance sheets booked sone
of the nonies received fromTKA fromthe Liberty | oan as
liabilities, sonme as equity, and sonme not at all. For purposes
of paynment, however, the debtor repaid all of the nonies
received fromor on behalf of TKA as if they were | oans or
ltabilities. MCarthy testified that liability cannot be
equity and the nonies the debtor received fromthe parent
conpany were therefore not consistently or accurately reflected
on the bal ance sheets.

Finally, MCarthy opined that, at the very |least, the
debtor was thinly capitalized at all tinmes follow ng
confirmation. The court credits McCarthy's testinony on all of
t hese points.

3. Asset val uation

R Steven Haas, plaintiff's expert on val uation,
testified that the debtor's inventory and fixed assets, as
reflected on its bal ance sheets, were overstated in val ue.
Haas testified that the debtor's inventory as of January 28,

1990, was conprised of a substantial amount of stale or
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seasonal goods that were saleable only at greatly reduced
prices, if at all. He opined that the debtor's inventory as of
January 28, 1990, was worth only 50 percent of the anount
stated on the debtor's bal ance sheet on that date. Haas
formul ated this opinion using extensive information fromthe
debtor's books and records fromthe nonths of January and
February 1990. Haas testified at trial that this opinion was
"absolute.” The court credits this opinion.

Haas al so opined that the debtor's inventory on July
30, 1989 -- an earlier date -- was worth 70 percent of the
amount stated on the debtor's bal ance sheet on that date. Haas
testified further that it was appropriate to use the sane
valuation for the May 28, 1989, inventory because the debtor's
sal es figures between May 28, 1989, and July 30, 1989,
suggested that its inventory m xture did not change between
t hose dates. Accordingly, Haas opined that the debtor's
inventory on May 28, 1989, was also worth 70 percent of the
amount stated on the debtor's bal ance sheet of the sane date.

Haas acknow edged at trial that his opinion as to the
worth of the debtor's inventory in May and July 1989 was only a
"bal | park figure" because he did not have access to all the
i nformati on needed to reach a firmval uation.”

The court credits Haas' testinony with respect to his
observation that he did not see an appreciable difference
bet ween the value of the debtor's inventory between May and

July 1989. The court does not, however, credit Haas' opinion
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as to a valuation of 70 percent of the stated worth of the
debtor's inventory in May and July 1989. Instead, the court
credits McCarthy's opinion that a retailer com ng out of a
successful reorganization is left wth a substantial anmount of
residual inventory that cannot be sold at a normal margin.
McCarthy testified that this occurs because the debtor
expedites sales and tries to turn over its inventory nore
rapidly during a reorganization than during normal operations.

For reasons that will be nore fully explicated in
Section V.G 4. of this opinion, the court concludes that the
debtor's inventory from May 23, 1989, and at all tines
thereafter was inventory that in substantial part was not
susceptible to sale at a normal mark up. Accordingly, the
court concludes that the debtor's inventory at all times after
the confirmation of Toy King | was overstated on its bal ance
sheets by 50 percent.?*

Haas also testified as to the value of the debtor's
fi xed assets. Haas opined that, at all tinmes between the
confirmation of Toy King | and the filing of Toy King Il, the
debtor's furniture, fixtures, and equi pnent had a val ue t hat
did not exceed $52,000. He further opined that the debtor's
per manent assets, including |easehold inprovenents and point of
sal e equi prent, and this $52,000 of furniture, fixtures, and
equi pnent, had a value that did not exceed $130,000 at any tine
during this period.* The court credits this opinion for the

pur pose of determ ning the debtor's financial condition.
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4. Toy King is insolvent.

Based upon the credited testinony of these experts,
the court is required to adjust the bal ance sheets presented by
the debtor. Where the evidence permts, the court has nmade
adjustnents to the debtor's bal ance sheets in accordance with
this expert testinony. As shown in the notes, the court adopts
t hese adj usted bal ance sheets as illustrative of the debtor's
true financial condition.* These bal ance sheets do not
reflect "purchase" or "fresh start" accounting.* The court
not es, however, that use of this accounting convention would
reflect an even graver financial posture for the debtor dating
fromthe confirmation of Toy King I on May 23, 1989, through
the filing of Toy King Il on February 12, 1990.

Adjusting the May 28, 1989, bal ance sheet in
accordance with these findings, the court determnes that the
debt or showed a negative net worth of at |east $450, 036.41 at
the tinme of confirmation. The debtor plainly was insol vent
then. As these figures clearly illustrate, the little cash
remai ning on the Liberty line of credit was inadequate for the
debtor' s needs.

5. | nventory reports.

Haas al so testified that the debtor prepared
inventory reports that valued its inventory by pricing it at
its retail price, rather than the | owest sale price or cost.
This retail price was calculated by multiplying cost by an

anticipated gross margin of 41.8 percent, or approximtely 174
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percent of the initial cost of goods. The margin used exceeded
even the nost favorable projections used by the debtor and was
unrealistic, especially given the fact that 30 to 34 percent of
the debtor's inventory was conprised of stale or obsolete
merchandi se. In addition, the debtor included defective,
return, and "field destroy"” nmerchandise in its inventory
counts, thereby further inflating the value of the inventory.
Haas opined that the debtor's use of this nethodology in
valuing its inventory was "unusual ."

The debtor's use of a retail valuation nethodol ogy,
particularly with this 41.8 percent margin, substantially
inflated the cal cul ated value of its inventory in its reports.
The debtor sent these inventory reports to Liberty each nonth
with its bal ance sheets. The debtor also sent these reports to
McCarthy. It is unclear fromthe evidence whether the trade
creditors received these inventory reports.“

G  OTHER PGST- CONFI RVATI ON DEVEL OPMENTS.

1. The Liberty line of credit is exhausted.

Al though it appeared that the debtor had navi gated
t he shoal s of bankruptcy, the future was not clear sailing, and
the debtor was ill-equi pped to handl e the approachi ng storns.
The debtor was in the down cycle for sales and was al so
attenpting to open new stores in M ssissippi, Pennsylvania, and
Maryland. It had very little capital to sustain its
operations. At the sanme tine, it needed inventory to stock its

stores for the comng Christnmas season
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By md-July, TKA had drawn nost of the noney
remai ning on the $500,000 line of credit.* Al of the nonies
in turn were made available to the debtor and in nost cases,

t he debtor executed unsecured notes in favor of TKA. The
interest rate on the TK notes was in all cases at |east one
percent nore than TKA was obligated to pay to Liberty.®® Al
of these notes were demand not es.

Despite its rapidly dw ndling cash, the debtor
continued to make interest paynents to TKA, including the
addi tional interest upcharge of one percent, on every penny it
received fromthe parent's borrowing fromlLiberty and C&S. The
debtor also paid TKA guaranty fees tied to the parent's C&S
line of credit indebtedness.

In addition, Mdrrow and Angle received sal ari es that
exceeded the salaries paid during the pendency of Toy King |
Both Morrow and Angle worked part-tinme for the debtor, and each
recei ved an annual salary of $75,000 follow ng the confirmation
of Toy King I.">

The debtor also paid fees to AM for managenent
services. There is no evidence in the record as to the
specific services that AM provided to the debtor or the anpunt
of fees it received for those services. AM, TKA, and MD each
had its office at the debtor's business prem ses. The
evi dence, however, does not show how the prem ses were divided

or who paid the operating costs for those prem ses.
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2. The C&S line is drawn again.

As the Liberty line of credit was exhausted, the
debtor began to | ook for a new source of capital. The debtor
approached Liberty for an additional |oan as early as June 27,
1989. Liberty, however, declined. Nevertheless, Liberty did
consent to waive the prohibition contained in the comnm tnent
letter and its | oan docunents agai nst further borrow ng and
sent a letter to that effect to TKA

Accordi ngly, between August 7, 1989, and Septenber 8,
1989, TKA drew on the C&S line in the anbunt of $250,000 and in
turn made the noney available to the debtor to pay its ordinary

2 The debtor executed unsecured demand

operating expenses.’
notes in favor of TKA at a rate of interest, to be paid

mont hly, that was at |east one percent nore than the interest
paid by TKA to C&S.%® As stated earlier, TKA' s pronissory note
to C&S required interest paynents to be nmade quarterly and the
principal to be paid on Decenber 30, 1989.

In addition, TKA charged the debtor "guaranty fees"
ostensibly tied to the C& line of credit. These fees were
essentially funnel ed through TKA, the actual obligor on the C&S
line of credit, and distributed equally to the individual
guarantors on the C&S line of credit, Mrrow, Angle, and
Wodwar d. > There was no witing between the debtor and TKA
Wth respect to these "guaranty fees."

Initially, the "guaranty fees" were one percent, but

begi nning in Septenber all "guaranty fees" were increased to
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two percent. The "guaranty fees" were tied to specific notes
executed by the debtor, and accordingly the debtor paid
"guaranty fees" even during nonths in which TKA owed no noney
to C&S and the actual guarantors were in no danger of being
call ed upon to performon their guaranties.®®

The defendants put forward no credible explanation
for why the debtor, neither obligor nor guarantor of the C&S
obligation, paid these fees to the parent conpany, TKA the
actual obligor on the note. The court credits the testinony
and opinion of Iman, plaintiff’s banking expert, that these
"guaranty fees" were excessive and unreasonabl e.

3. Toy King makes plan paynments to creditors.

During this tinme, the debtor al so began nmaki ng
paynents to creditors fromthe $1 million Liberty letter of
credit pursuant to its confirnmed plan. These paynents were
effected by sending a list of the payees and anobunts to Liberty
who in turn nade the paynents and debited the letter of

credit.?®®

The debtor did not execute any note to nenorialize
an i ndebt edness owed by Toy King to TKA on the $1 mllion
letter of credit. Notwthstanding this |ack of docunentation,
t he debtor made regular interest paynments to TKA that it
credited in service of the $1 mllion letter of credit
obligation. The interest rate that the debtor paid to TKA was
at | east one percent nore than the rate that TKA paid

Li berty. >’
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Virtually the first dividend paid under the plan was
to M&D in the ambunt of $138,500 in partial payment of its
right to paynment under the original First Union clains. (The
total amount of that right to paynment was $415, 382. 62,
representing 17.5 percent of the face anmount of First Union's
original clains.)®® The payment to M&D, in turn, was
distributed to Morrow, Angle, and Wodward as principal,
interest, and "profit" and, as a practical matter, reinbursed
Morrow and Angle for their purchase of the First Union clains

® From

in addition to their equity contribution in the debtor.?
this time forward, Morrow and Angle's financial risk on account
of the debtor was therefore limted to their personal

guar anti es.

4. Trade credit is king.

Al t hough the debtor continued to operate, it was
beset with problenms. It could not open its new stores as
schedul ed. ®® Much of its inventory was stale and inadequately
advertised. Inventory shrinkage exceeded industry nornms. Mbst
inportantly, the debtor’s actual sales were bel ow projections,
and the gross margin realized by the debtor was not even cl ose
to the anticipated 40 percent.®

At the sane tinme, the debtor had a continui ng need
for inventory. Trade credit was therefore the linchpin of the
debtor's post-confirmation operations. After Toy King | was
confirmed, each toy manufacturer nmade an independent credit

deci si on about the debtor, based upon the debtor's current
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financial status. Mny, if not all, of these creditors
received a copy of the finalized Touche Ross pro forma. They
al so received periodic copies of the debtor's internal bal ance
sheets. Each creditor placed primary reliance on the financi al
reports of the debtor in determ ning whether and how nuch
credit to advance the debtor. |In addition, each creditor
relied on informal reports of the debtor's financial situation
provi ded periodically by Mdrrow, Angle, and King.

Joseph Stewart, Director of Credit and Col |l ections
for Hasbro Industries, Thomas R Mauntel, Director of Credit
Adm ni stration for Kenner Products, and Janmes E. Brown, Credit
Manager for Fisher Price, Inc., all testified at trial on the
above points. Each also testified that, based upon the
i nformation provided by the debtor, he believed that the debtor
had substantial equity follow ng the confirmation of Toy King
| .°2 Each witness testified that he woul d not have extended
credit to the debtor, after the confirmation of Toy King |
absent the equity cushion as shown in the debtor's bal ance
sheets and the Touche Ross pro forma. The court credits this
testi nony.

Fol l owi ng confirmation, toy manufacturers were
initially cautious in extending credit to the debtor. Lines of
credit were |lower than requested, terns were | ess generous, and
t he debtor was encouraged to buy on anticipation.® The debtor
began placing its orders for the Christmas season beginning in

late July. Mst of its Christmas inventory needed to be
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ordered during August for shipnment during Septenber and

Cct ober . * Consequently, it was essential that the debtor
increase its lines of credit with the toy manufacturers to
accomodate its greater inventory needs.

Morrow, Angle, and King sent optimstic letters to
the toy manufacturers to induce themto increase the debtor's
credit lines. 1In these letters, they stated that the debtor
was exceedi ng projections and performng well. Angle and King
reinforced that nessage in personal phone calls placed to
credit managers.

The gi st of these comunicati ons was that expenses
wer e bel ow budget and sal es were hol di ng steady or higher than
projected, thereby allowi ng the debtor to show a smaller |oss
than anticipated for the summer nonths.® There was no nention
of the fact that the cost of goods used to generate budgeted
sal es exceeded projections. In addition, Mrrow based his
cal cul ations of actual versus projected performance using the
financial information contained in the debtor's bal ance sheets,
and therefore understated the expenses. Also, none of these
communi cati ons gave any indication that the debtor was
suffering froman extrene shortage of cash. Accordingly, al
of these communi cations were m sleading with respect to
the financial condition of the debtor at the tine they were
made. °°

These conmuni cations were further buttressed by the

debtor's bal ance sheets reflecting a positive net equity. As
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stated earlier, each of these bal ance sheets utilized "quasi -
reorgani zation" accounting, omtted liabilities, and nost

i mportantly, showed $1 million of the Liberty loan as paid-in
capital or equity.

Many of the toy manufacturers responded favorably to
the debtor's requests for credit line increases, although the
total credit was still inadequate to neet the debtor's needs.
Ni nt endo was a not abl e excepti on.

5. The Ni ntendo | oan.

Ni nt endo products were an integral conponent of the
debtor's business plan. At that tinme, N ntendo was the | eading
manuf acturer of electronic ganmes and gane cartridges and
enjoyed a substantial percentage of the market share for such
products.® Electronic ganes and gane cartridges were very
popul ar and thus sold quickly and with [ittle adverti sing.
Because N ntendo did not produce enough product to satisfy
demand, its product could be marked up by the seller nore than
ot her kinds of inventory, thereby enhancing the gross margin.

While formul ating projections in connection with the
confirmation of Toy King I, the debtor projected that 26
percent of its sales would be from N ntendo products. Toy King
was unabl e, however, to negotiate credit terns with N ntendo
follow ng confirmation due to the debtor’s negative history
wi th Nintendo. Accordingly, all orders placed wth N ntendo

were on a "cash in advance" basis. In viewof Toy King' s
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severely limted cash position, this represented a significant
pr obl em ©8

At the sane tinme, the debtor was forced to purchase a
substantial percentage of its general inventory fromtoy
whol esal ers, rather than toy manufacturers, with a concom tant
increase in the cost of goods. This was due to the debtor's
inability to obtain adequate credit fromtoy manufacturers.

The debtor filled in with closeout inventory.® Because this
kind of inventory was relatively inexpensive, the markup at
sale was greater resulting in a higher gross margin.
Unfortunately, closeout goods, by their very nature unpopul ar
with the public, also had the potential to depress the gross
margin if they could not be sold.

Notwi thstanding its limted cash reserves and its
anticipated increase in operating costs, the debtor continued
faithfully to make its paynents of interest to TKA, including
the interest upcharge of one percent. The debtor also paid the
"guaranty fees" to TKA without fail."®

The debtor's cash fl ow probl em becane acute. The C&S
line of credit had an avail abl e bal ance of $210,000 at this
tinme. The |line was inadequate, however, to address fully the
debtor's cash flow problens. In addition, Mrrow and Angle
were keenly aware of their personal exposure on that |ine and
sought to limt that exposure as nuch as possi bl e.

TKA turned instead to Liberty and, on August 10,

1989, requested additional credit, the stated purpose of which
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was to purchase N ntendo products. On August 30, 1989, Horne
prepared a three page nenorandumto the Liberty | oan conmttee
recommendi ng extension of a new $600, 000 short-termline of
credit to benefit the debtor. The senior |oan conmttee
consi dered the | oan request on August 31, 1989. The commttee
deferred its decision pending further investigation.

Even though Liberty had not yet approved the | oan
request, TKA executed a prom ssory note on Septenber 12, 1989.
That note granted Liberty a security interest in the sane
collateral that secured the original Liberty |oan, including
the debtor's inventory. The note contenplated nonthly interest
paynments with the principal being retired by TKA on Decenber
31, 1989. Mirrow and Angle signed the note as officers of TKA

The debtor was not a signatory on that note. The
defendants testified that the note was executed on this date as
an accommodation to Liberty because Morrow and Angle were
frequently out of town. The court finds this testinony
incredible in view of subsequent events.

On Septenber 13, 1989, Liberty received a request
from TKA to draw $100, 000 fromthe $500,000 line of credit.
The request exceeded the anpbunt avail able on the |Iine of

credit. ™™

Li berty made funds avail able to TKA, notw thstandi ng

the unavailability of funds on the line of credit, and charged

it against the $1 mllion portion of the Liberty loan. TKA, in
turn, made those funds available to the debtor. In effect,

therefore, the debtor utilized these nonies for operating funds
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with Liberty's full know edge and consent. Although the $1
mllion letter of credit had expired by its own terns two days
earlier, the | oan docunents nevertheless |limted the $1 million
portion of the loan for the sole use of making paynents to
creditors under the confirnmed plan.

There were a nunber of neetings between Horne and the
senior | oan conmttee to discuss the N ntendo | oan request, and
the commttee sought additional information. Horne ultimately
prepared a credit approval/credit nmenorandum on Septenber 27,
1989, in furtherance of the Nintendo | oan request. |In that
menor andum Horne wote that the Nintendo | oan woul d be secured
by the sane collateral that secured the Liberty | oan except
that all guarantors would unconditionally guaranty the N ntendo
| oan and there would be a $350,000 letter of credit to secure
advances in excess of $350,000. Horne al so recommended t hat
the I oan be effected through a letter of credit made payable to
Ni nt endo.

The senior |oan commttee net on Septenber 27, 1989,
to consider the Nintendo | oan. At that neeting, the senior
| oan conm ttee approved the N ntendo | oan on the terns
submtted by Horne with two exceptions. First, the senior |oan
commttee did not require that the | oan be disbursed through a
letter of credit to Nintendo.’” Second, the senior |oan
commttee did not require all guarantors to guaranty
unconditionally the Nintendo |loan. Instead, the senior |oan

comm ttee required unconditional guaranties from Wodward and
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Hunsaker Il. The Ni ntendo | oan approval on these terns was
menorialized in the senior |oan commttee' s m nutes.

Thus, there were significant differences between the
Ni ntendo | oan and the Liberty loan. First, the N ntendo | oan
was short-termand required paynent of the entire bal ance
within three nonths. Second, the |oan contained no provisions
for further extensions or repaynent of principal. Third, the
| oan was to be secured with an additional letter of credit in
t he amount of $350,000. Finally, the loan was to be
unconditionally guarantied by two additional guarantors,
Whodwar d and Hunsaker 1|1.

The loan as ultimately structured was not in accord
with the terns approved by the senior |oan commttee, except
that it did not permt further extensions or advances and was
to be repaid on Decenber 31, 1989. After the approval of the
Ni ntendo | oan, TKA inforned Liberty that the individual
guarantors were unwilling to provide a letter of credit to
secure the loan.” Al though Liberty prepared and sent for
execution the paperwork that woul d have expanded the
guaranties, none of the paperwork that would have effected
t hose changes was ever signed. |Instead, the debtor, Morrow,
Angl e, Hunsaker 11, Hunsaker 111, and Ranney si gned anmendnents
that sinply carried over their guaranties fromthe Liberty

| oan. Wbodward did not sign an amended guaranty.
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Li berty charged a | oan fee of .005 percent of the
total indebtedness, or $3,500. It is unclear fromthe record
whet her this fee was ever paid or, if so, who paid it.

On Septenber 30, 1989, Liberty posted and established
a note with a maxi mrum availability of $700, 000 effective
Septenber 12, 1989, and maturing on Decenber 31, 1989. Also on
that date, Liberty posted the $100,000 |ine of credit
"overdraw' advances of Septenber 13 to the N ntendo | oan
effective Septenber 13, 1989. At the sane tine, Liberty
debited the debtor's letter of credit for the charge posted on
Sept enber 13, 1989.

| man, the plaintiff's banking expert, testified that
Li berty's actions in advancing funds prior to the receipt of
si gned | oan docunents and on terns different and materially
| ess advant ageous than those that the senior | oan conmttee
approved were inprudent. The court credits this testinony.

The Nintendo | oan was fully drawn down by Cctober 17,
1989. TKA disbursed the nonies to Toy King as they were
drawn. ™ Toy King in turn executed unsecured notes in favor of
TKA. The interest rate on the Toy King notes exceeded the
interest rate charged to TKA by Liberty by at | east one
percent.” Al of the notes were demand notes.

Not ably, Toy King used |l ess than a quarter of the
noni es obt ai ned through the N ntendo | oan to purchase N ntendo

6

products.’® The rest of the nonies were used to pay ordinary

oper ati ng expenses.
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H  THE FI NAL CHAPTER

1. Christnas is no help.

As the debtor noved into the 1989 Christmas season
the debtor's financial situation worsened dramatically.
Novenber's actual sales were nuch |ower than projected by the
debtor.” Because this was the debtor's peak sal es season, the
di sparity between projected gross margin and actual gross
margin, attributable in part to higher acquisition costs and
poor product, was nore marked.’® In short, all of the previous
bad busi ness deci si ons and si phoni ng of cash by managenent, in

t he guise of interest upcharges and guaranty fees, "

was com ng
home to roost with a vengeance.

During the 1989 Christnmas season, all toy retailers
experienced sl ow sal es, and nost discounted their sale prices
early in the season. The debtor was reluctant to do this for
fear that it would further reduce its gross margin. The debtor
did not discount until right before Christmas and consequently
had little opportunity to boost its sales.

This delay in discounting, coupled with poor
inventory m x, inadequate capital, and the continuous bl eeding
of the debtor's scant cash, sounded the death knell for the
debtor.® It became clear to Morrow, Angle, and King that the
debtor was going to post a substantial |loss for the year and
woul d not be able to neet its deferred obligations to its trade

creditors. The debtor's days as an independent operating

entity were clearly nunbered. At the same tine, the due dates
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for paynent to trade creditors for the debtor's inventory were
fast approaching.® As inportant to Morrow and Angle, the due
dates for paynent of principal by TKA on the C&S and the

Li berty N ntendo obligations were inm nent.

Morrow wote a letter to Liberty dated October 17,
1989, and advi sed the bank that the debtor was experiencing a
downturn in sales. Horne net with Morrow and Angl e on Novenber
17, 1989, and learned that a | oss was projected for the year
and that TKA did not believe that it would be able to nmake any
princi pal prepaynents on the $1.5 mllion | oan.

As shown in the notes, the debtor's liabilities
exceeded its assets throughout this period as they had fromthe
date of confirmation.® By Cctober 29, 1989, the debtor's
liabilities exceeded its assets by at |east $1, 860, 956. 05. 23
The Novenber 26, 1989, bal ance sheet posted the $1 million
letter of credit as a liability rather than as preferred stock
for the first time. By this tinme, the debtor's trade creditors
had shipped to the debtor all of its inventory for the
Christmas selling season. The debtor's liabilities continued
to exceed its assets throughout the Christnas season. ®

Morrow testified that he knew in Decenber that the
debtor would be unable to pay all of its debts as they cane
due. On Decenber 14, 1989, Mrrow began advertising the
avai lability of the debtor for sale or nmerger in the Wll

Street Journal. On Decenber 18, 1989, Mrrow wote a letter to

Li berty stating that the debtor was now projecting a "sizable"
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| oss and was begi nning a deep di scount program In addition,
Morrow advi sed the bank that he had put the conpany up for sale
or nerger.

2. Preparing for the inevitable.

As the end drew inevitably nearer, the debtor began
maki ng paynents of principal to TKA on its demand notes for the
stated purpose of enabling TKA to pay down its secured debt on
t he underlying transactions.® The debtor made all of these
paynments by check drawn on the debtor's operating account and
signed by both Morrow and King. There is no evidence in the
record that TKA nmade formal demand on the debtor for these
paynments of principal.

The debtor also paid to M&D the remai ni ng anount due
on the First Union clainms in contravention of the subordination
agreement and without the witten consent of Liberty.® The
debtor nmade this paynent by check drawn on the debtor's
operating account and signed by Mdrrow ® King questioned the

propriety of this payment. %

Morrow and Woodward ul timately
recei ved substantially all of the proceeds of this paynent.®
The debtor paid the dividend claimof at |east one other Toy
King | unsecured creditor during this same period.®® By this
time, the debtor had paid at lest $1,270,256.39 in Toy King |
di vi dends. **

The debtor did not prepare a bal ance sheet for

Decenber, even though Mrrow had advertised the conpany for

sale or nerger. Although the debtor prepared its bal ance
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sheets on an inconsistent and irregul ar schedule dating from
the confirmation of Toy King I, this was the first tinme that
the debtor failed to prepare any bal ance sheet . *?

Angl e divested hinself of his interest in TKA and al
rel ated conpanies, including M&D, by selling his shares to
Morrow on or about December 23, 1989.° At the same time, he
resigned his position as an officer and director of the debtor,
TKA, and M&D. Angle renained personally |iable on TKA s
obligations to Liberty and C&S.

In January, Liberty filed Uniform Commercial Code
financing statenments in all states with Toy King stores except
M ssissippi.® Al of these financing statements for the first
time specifically included proceeds and products in the
description of collateral.

On January 22, 1990, Liberty sent formal notice to
TKA that it was closing the open-ended provision in the Liberty
| oan note. That provision allowed TKA to nake additional draws
against the line of credit equivalent to the anmount of
princi pal repaynents, provided that TKA was not in default of
its obligations. The letter sinply recognized the financi al
realties facing both TKA and the debtor, even though TKA was
not in default and $500, 000 was technically avail able on the
l'ine.

3. VM nekes an offer.

There were several responses to the Wall Street

Journal advertisenent, anong them a response by Wsconsin Toy,
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Inc. (later known as Val ue Merchants, Inc., or "VM"). In md-
January, VM nade an offer to buy the debtor for $1.5 mllion.
Under the terns of the offer, shareholders were to receive
stock in VM with an approxi mate val ue of $50, 000 whil e general
unsecured creditors were to receive paynent of 24 percent of
their debts. The offer was effective only until February 8,
1990, and contai ned nunmerous contingencies. One of these
contingencies was the entry of a final decree in Toy King |

The trade creditors were dissatisfied with the terns
of the proposed nerger agreenent, principally because it
contained an equity distribution in favor of the individual
defendants. The creditors felt that any equity distribution to
the debtor's principals was unwarranted and unconsci onabl e
under the circunstances.

Most of the trade creditors had been creditors of Toy
King I. Although these creditors did receive fromthe debtor
paynment in satisfaction of their Toy King I clains, that
paynment represented only 17.5 percent of each creditor's total
claimin that case. The nerger agreenent contenpl ated paynent
to unsecured creditors that was only marginally better than the
Toy King | dividend, making many of the unsecured creditors two
time | osers.

At the sane tinme, sone of the facts relating to the
debtor's actual financial situation were comng to |ight.
Consequent |y, unsecured creditors were beginning to | earn about

the debtor's early paynent of principal to TKA paynment of
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subordi nated debt to M&D, and the true nature of the debtor's
financial arrangenents with TKA

In addition, the trade creditors correctly believed
that it was unlikely that the proposed nerger could be
consummat ed because of the many contingencies. Both VM and
the debtor |lacked the ability to satisfy all of the
contingencies. For exanple, neither VM nor the debtor had the
means to effect the court's entry of a final decree in Toy King
|. Indeed, the court itself had no ability to enter a final
decree because there was an appeal pending of the bankruptcy
court's order awarding attorney's fees. The court could not
enter a final decree until that appeal was determ ned.

. THE TOY KING Il CASE.

1. The trade creditors file an involuntary
Chapter 7 petition.

The rel ati onship between the unsecured creditors and
the principals of the debtor becane very hostile at this point.
When it becane apparent that an accord coul d not be reached,
several toy manufacturers filed an involuntary Chapter 7
agai nst the debtor on February 12, 1990, conmencing this case
-- Toy King I1.

Even though the debtor operated continuously at a
| oss during the al nbost nine nonth period between the
confirmation of Toy King | and the filing of Toy King Il, TKA
and M&D profited handsonely fromtheir relationship with the

debtor. The debtor paid TKA® $13,342.60 in interest upcharges
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and $20,283.22 in guaranty fees during that time. Mrrow and
Angl e, of course, received the lion's share of these profits by
virtue of their ownership interests in TKA. In addition, the
debtor paid generous salaries to both. Finally, both received
a handsone profit on their acquisition of the First Union
claims in Toy King | through M&D. After the debtor conpleted
all payments on those clainms, M&D received $314,506.17 nore
than it paid for the clains. This represented a "profit" of
nore than 250 percent, nost of which ended up in Mxrrow s
pocket . %

The debtor term nated King's enploynent on January
31, 1990. King resigned as director on February 13, 1990. He
subsequently filed a proof of claim(C aimNo. 21) on April 24,
1990, for nonies owed on his enploynent contract in the anount
of $77,591.89, $2,000 of which he clained as priority and
$75,591. 89 of which he clained as unsecured.

At the tine the creditors filed the involuntary
petition initiating this case, the debtor’s liabilities
exceeded its assets.? Both the debtor’s tax return for 1989
and its bal ance sheets for January 28, 1990, corroborate the
debtor’s financial condition. The debtor's 1989 tax return
refl ects net income as a negative $2,673, 287 before taking the
net operating | oss deduction and a negative $5, 085, 341 after
posting the net operating |oss deduction. As shown in the

notes, the January 28, 1990, bal ance sheet reflects that, at a
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mnimum the debtor's liabilities exceeded its assets by at
| east $1, 675,317.83. %

2. Cdosing the Toy King | case.

The Toy King | case continued to be active long after
the filing of Toy King Il. The Toy King | debtor filed an
application for final decree on January 25, 1990 (M n Case
Docunment No. 428 in Toy King I). The court could not enter the
decree, however, because there were matters pending in the
case, including objections to clains and a pendi ng appeal of
one of the court's orders approving attorney's fees.

The debtor filed a notion for special consideration
of application for final decree (Main Case Docunent No. 430 in
Toy King I) on January 31, 1990, in a final bid to consunmate
the VM sale before the offer |apsed. The court denied that
notion (Main Case Docunent No. 449 in Toy King I) on June 28,
1990, however, because of the pending matters.

The clerk docketed a notice of the district court's
transmttal of the appeal to the court of appeals on August 28,
1990 (Main Case Docunent No. 450 in Toy King I). The court of
appeal s di sm ssed the appeal on January 30, 1991, and the clerk
docketed a notice of entry of the dism ssal of the appeal on
February 6, 1991 (Miin Case Docunent No. 450A in Toy King I).
Subsequently, the debtor filed a renewed notion for final
decree (Main Case Docunent No. 451 in Toy King I), and the
court entered a final decree (Main Case Docunent No. 452 in Toy

King 1) on June 1, 1992.
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3. Toy King Il beconmes a Chapter 11 case.

After several of the debtor's unsecured creditors
filed the involuntary petition under Chapter 7 on behalf of the
debtor (Case No. 90-528), the debtor filed a notion to dismss
the case and a notion to convert the case to one under Chapter
11. The petitioners and the debtor ultimately stipulated to
the entry of an order for relief and to the conversion of the
case to Chapter 11. The court conducted an evidentiary hearing
of the joint notion for order of relief and the notion to
convert on April 10, 1990. On April 13, 1990, the court
entered an order for relief, effective April 10, 1990, and
converted the case to a case under Chapter 11 (Min Case
Docunent No. 52).

The debtor filed its statenent of financial affairs
and schedul es (Main Case Docunent No. 43) on April 11, 1990.

It listed secured debt in the anmount of $932,818.97, priority
unsecured debt in the amount of $177,295.67, and unsecured debt
in the anount of $2,372,118.59.°

The same counsel who represented the debtor in the
Toy King | case represented the debtor in the Toy King Il case.
On April 30, 1990, the debtor filed a notion to approve
Morrow s sal ary of $90, 000 per year (Miin Case Document No.
78A). Several of the debtor's unsecured creditors filed an
objection to the notion.

The debtor also immediately filed a notion to approve

a sale to VM of substantially all of the debtor's assets (Min
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Case Docunent No. 56A). The proposed sal e contenpl ated that
VM would pay $1.5 mllion for these assets. The terns of the
sale required VM to pay $1.2 mllion for the debtor's

i nventory, $299,000 for the debtor's fixed assets, $500 to
assune ei ght | eases, and $500 for the right to purchase goods
from N ntendo. The purchase price for the debtor's inventory
was subject to adjustnent for dimnution.

The United States trustee appointed an unsecured
creditors commttee on May 29, 1990. Many of the creditors on
that commttee had previously been nenbers of the unsecured
creditors commttee during the pendency of Toy King I

Al t hough the debtor continued its operations while
the notion to sell was pending, it imrediately began to close
its stores and consolidate its inventory. To further this
effort, the debtor filed a nunber of notions to reject |eases.

The court conducted a hearing on the notion to sel
the debtor's assets on May 1, 1990. The court heard certain
obj ections and resolved all issues, orally approving the sale
on terms substantially the same as those proposed. The court
entered its findings of facts and concl usions of |aw and an
order approving the sale on May 11, 1990 (Main Case Docunents
Nos. 102 and 103). That order required the sale to be
concluded no later than noon on May 15, 1990. By this date,
the debtor had effectively ceased all operations.

The parties appeared in court on May 15, 1990, and

announced that they were unable to consunmate the sale on the
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terms and by the deadline set forth in the court's order. VM
offered at that hearing to purchase the debtor's inventory and
fixed assets and to assune three | eases for the reduced price
of $1,050,000. VM reduced its offer largely because the
debtor's inventory had dimnished. On May 17, 1990, the court
entered an order approving the sale on the terns announced at
the May 15, 1990, hearing (Main Case Docunent No. 119).

VM and the debtor conpleted the sale, and the
parties filed a closing statenment (Main Case Docunent No. 169)
on June 25, 1990. The debtor received all the proceeds of the
sale. Conparing the original VM offer with the reduced offer
ultimately consummat ed, and considering the fact that VM
reduced its offer because of the dimnution in the debtor's
i nventory, the court concludes that $750,000 of the sale
proceeds represented the debtor's inventory, $299, 000
represented the debtor's fixed assets, and the renaining $1, 000
represented the | ease assignnents and purchase rights.

The defendants have suggested at various tines
t hroughout this proceeding that, through their actions, the
petitioning creditors or the official conmttee of unsecured
creditors interfered with the consumation of the original VM
sal e and/ or del ayed the consummati on of the second VM offer.
They have further suggested that these actions caused a
di m nution of the amount ultimately realized by the debtor from
its sale of assets to VM. These assertions are wholly w thout

merit. The actions of the petitioning creditors and the
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official commttee of unsecured creditors in advancing their
interests were not wongful in any respect. Moreover, nothing
these creditors did delayed the sale to any material degree.
The fact is that the sale occurred as quickly as the bankruptcy
process would permt.

The court conducted a contested hearing on June 26,
1990, of the debtor's notion to pay conpensation to Morrow
The court subsequently entered an order authorizing the debtor
to pay Morrow conpensation in the reduced anount of $5,000 per
nmont h, or $60, 000 per year, only fromApril 10, 1990, to My
18, 1990. (Main Case Docunent No. 192) The court further
directed Morrow to return to the debtor any conpensation that
the debtor paid himprior to the entry of the order in excess
of the allowed anmount.

Morrow was entitled to conpensation under that order
in the anount of $6,333.33.'° The debtor's financial reports,
filed under penalty of perjury, reflect that Mrrow received
$20, 769. 24 in conpensati on between the dates of April 10, 1990,
and June 30, 1990.' The debtor's July financial report,
reflecting the debtor's business fromJuly 1, 1990, through
July 31, 1990, shows a repaynent by Mrrow pursuant to court
order in the amount of $12,014.62. The court concl udes,
therefore, that Mdrrow received and continues to hold $2,421. 29
i n conpensation nore than the anount to which he was

entitl ed. 1°?
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Liberty filed a notion for paynent of its secured
claim (Main Case Docunent No. 217) on August 15, 1990. The
unsecured creditors commttee and several unsecured creditors
vehenent|ly opposed the notion. The court denied the notion for
paynment after a hearing.

The court approved the debtor's disclosure statenent
on Novenber 1, 1990. The court conducted a confirmation
heari ng on January 29, 1991, and entered a confirmation order
on February 12, 1991, exactly one year after the petitioning
creditors filed the involuntary petition.

Under the ternms of the confirmed plan, the debtor was
to pay Liberty's secured claim The plan further provided that
unsecured creditors would be paid any funds remaining up to the
full amount of their clains. The debtor ultimately paid
Li berty on its secured claimin the amunt of $1, 049, 008.33 on
August 2, 1991. This paynent was conprised of $900,000 in
principal and $149,008.33 in interest.!®® There were no
remai ni ng funds, and, therefore, the debtor nmade no
distribution to priority or unsecured creditors. There are
pending in this case allowed priority clains in the approxi mate
anmount of $273,973.39 and al |l owed general unsecured clains in
t he approxi mate amount of $2,889, 908.52. %

The court authorized the unsecured creditors
committee to pursue any and all of the debtor's clains for the
benefit of the priority and unsecured creditors. Liberty was

toretain all collateral pledged by the individual guarantors
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pending the court's determ nation of the adversary proceedi ng,
if filed. The commttee then filed this adversary proceedi ng
by the deadline fixed by the court to do so.

V. CONSI DERATI ON OF I NDI VI DUAL CLAI MS AND MORE
SPECI FI C FACTS.

A. | NTRODUCTI ON.

The conplaint in this adversary proceedi ng contai ned
clains stated in 16 separate counts. In addition, the
commttee objected to the claimof Liberty, and the court
consolidated that contested matter wth this adversary
proceeding. Later, the parties filed several stipulations of
fact and | aw (Docunent Nos. 31, 43, 87A, 104) that restated,
recharacterized, nodified, and expanded the clai ns sonewhat.
The court dism ssed both Liberty's and the individual
def endants' counterclains for the reasons stated orally and
recorded in open court at the final pretrial conference
(Docunment No. 59). As made clear in the final order on
pretrial conference, the clains and defenses that the court
tried are those described in the pretrial stipulation (Docunent
No. 43, 87A and 104).'%

Bef ore di scussing each of the clainms, however, the
court will initially address threshold or prelimnary | egal
i ssues that affect the consideration of several clainms. These
i ssues involve the |legal effect of the confirmation order in
Toy King | as it relates to the clainms nmade in this proceedi ng

and the defendants' assertion that the Liberty |oan should be
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recharacteri zed as a | oan nade to the debtor rather than to
TKA.
B. THRESHOLD LEGAL | SSUES.

1. What is the effect of the commtment |letter
as included in the order of confirmation
in Toy King | ?

Initially, the parties dispute the effect of the
confirmation order in Toy King | as it relates to the
obligations of Liberty and the borrowers and guarantors under
the coomtnent letter. Liberty says that the conmtnent |etter
was not hing but a private contract under which it agreed to
I end noney. Once it lent the noney, the terns of the |oan
docunents thensel ves establish all rights and obligations of
the parties, and the conmtnment letter itself |oses any
i ndependent significance.

The plaintiff, on the other hand, says that the
commtnent |etter becane a specific order of the court that
Li berty and the others were bound to follow. In that sense,

Li berty was bound to performand to require performance by the
debtor and the other defendants under the terns of the
commtnent letter. To the extent the |oan actually nade
differed fromthe terns of the commtnent letter, the plaintiff
contends the differing aspects were not authorized and can be
avoided. To the extent the parties did not conply with the
terms of the commtnent letter and creditors were damaged

thereby, the plaintiff contends the breaches are actionable.
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The confirmation order in Toy King | confirnmed the
pl an and aut horized the debtor to execute and deliver to
Li berty all necessary docunents in connection with the debtor's
guaranty in accordance with the terns of the commtnent l|etter
attached to the order and incorporated in it by reference.
Thus, the terns of the commtnent |etter became an integral
part of the plan as confirnmed, indistinguishable in any respect
fromany of the plan's other terns. The |oan terns descri bed
in the conmtnment letter were the only terns that were
permtted or authorized by the court. Terns or provisions that
were materially different fromthe | oan described in the
commtnment letter would and will constitute a breach of the
plan as confirmed by the court to the extent any such breach
can be attributed to a person or entity bound by the confirnmed
pl an.

The parties had ten days to take an appeal fromthe
confirmation order pursuant to Part VIl of the Federal Rules of
Bankruptcy Procedure or to seek to alter or anmend the
confirmation order pursuant to F.R B.P. 9023 and F.R Cv.P. 59.
No party took any such action. Accordingly, the confirmation
order becane fi nal

Section 1141(a) of the Bankruptcy Code provides that
"the provisions of a confirnmed plan bind the debtor, . . . any
entity acquiring property under the plan, and any creditor,
[and] equity security holder . . . ." Qoviously, therefore,

all defendants were bound by the ternms of the commtnent letter
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as an order of the court and as part of the confirnmed plan.
TKA and King were equity security holders of the debtor. TKA,
Morrow, Angle, Wodward, Hunsaker 11, Hunsaker |11, and Ranney
all acquired property under the plan. MWD was a creditor of

t he debtor.

Li berty was to acquire property under the plan. It
was to receive a security interest in the debtor's inventory.
It was also to receive the debtor's guaranty of TKA's
obligation to repay the loan. It is true that Liberty was not
to receive these interests in the debtor's property until the
| oan cl osed. The |oan as described in the commtnent letter,
however, was an integral part of the debtor's confirned plan,
specifically approved and aut horized by the court and w t hout
whi ch the plan woul d not have been feasible and therefore not
confirmed. Thus, it is clear that Liberty was an "entity
acquiring property under the plan."

Li berty was al so bound to the terns of the
confirmation order, as an order of the court and as an integral
portion of the debtor's confirnmed plan, because Liberty
voluntarily appeared and agreed to be so bound. Indeed, it was
Li berty that requested that the commtnent |letter be nade part
of the confirmation order.

Section 1142 of the Bankruptcy Code provides that:

(a) Notw t hstandi ng any ot herw se
appl i cabl e nonbankruptcy law, rule, or
regul ation relating to financial condition,

the debtor and any entity organized or to be
organi zed for the purpose of carrying out the
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pl an shall carry out the plan and shal
conply with any orders of the court.

(b) The court may direct the debtor and

any ot her necessary party to execute and

deliver or to join in the execution or

delivery of any instrunment required to effect

a transfer of property dealt with by a

confirmed plan, and to perform any other act,

i ncluding the satisfaction of any lien, that

i's necessary for the consummati on of the

pl an.

In this case, Liberty cane to the bankruptcy court
and proposed neking the | oan described in the commtnent letter
as the means of permtting the confirmation of the debtor's
plan. Liberty is clearly an "other necessary party" within the
meani ng of Section 1142(b). Liberty was bound under the terns
of the confirmed plan to nake the | oan described in the
commtnment letter -- not a loan the terns of which varied in
material respect fromthe |oan described in the comm tnent
letter.

In Paul v. Monts, 906 F.2d 1468, 1472 (10'" Cir.

1990), the court dealt with the effect of a confirnmed plan on a
third party who proposed to take specified action under the
pl an but who did not perform The plan as confirnmed contained
alternative neans to consummate the plan, one of which
anticipated that the third party would provide new capital to
the reorgani zed debtor. The third party was not a signatory on
any docunents and had not specifically consented to be bound.
The court held that, under these circunstances, the Bankruptcy

Code did not bind the nonperformng third party but that such a
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party could agree to be bound. 1d. The court stated that "[a]
fair reading of section 1141(a) provides that [the noncreditor]
was not bound by the plan under section 1141(a) and woul d not
be bound until it acquired property thereunder or unless it

agreed to be bound." 1d. (Enphasis added). The court further

suggested that, where the party to be charged enters into a
preconfirmation witten agreenent with the debtor that is
incorporated into the confirmed plan, the noncreditor party is

bound (citing Kal-O-Mne Industries, Inc. v. Canp (In re

Lunpkin Sand & Gravel, Inc.), 104 B.R 529, 536 (Bankr. MD.

Ga. 1989), aff'd, 111 B.R 370 (MD. Ga. 1990)). Id. Finally,

the court suggested that, although the noncreditor was not
bound by the confirmed plan under the Bankruptcy Code, ordinary
contract principles nevertheless applied. Id.

In this case, Liberty was not nerely an alternative
party to the plan. Instead, it represented the only neans by
whi ch the plan was to be consummated. To this end, Liberty was
a signatory to the conmtnent letter that was incorporated into
the order of confirmation. |Indeed, the court incorporated the
commtnent letter into the confirmation order at the request of
Liberty. Liberty nade that request specifically to bind the
debtor to the conditions and terns outlined in the conm tnent
letter. But for Liberty's action in requesting approval of the
maki ng of the | oan described in the commtnent letter, the
court would not have been able to confirmthe plan. These

ci rcunst ances can be construed in only one way -- that Liberty
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consented to be bound by the terns of the confirnmed plan just
as the other parties described in Section 1141(a) woul d be
bound.

Havi ng so consented, Liberty was also contractually

bound. See In re Page, 118 B.R 456, 460 (Bankr. N. D. Tex.

1990)[ "I n essence, the plan becones a binding contract between
the debtor and the creditors and controls their rights and

obligations."]; United States v. Shepherd Gl, Inc. (In re

Shepherd G 1, Inc.), 118 B.R 741, 751 (Bankr. D. Ariz

1990)["Certainly a plan of reorganization is a binding
contract."].

For these reasons, therefore, each and every
def endant was bound by the terns of the commtnent letter.

2. 1s the debtor the obligor or a guarantor on
the Liberty | oan?

The way in which the court construes the Liberty
transaction -- whether with the debtor as guarantor or the
debtor as principal obligor -- is inportant because of its
significant ramfications affecting other issues in this
proceedi ng. These ramfications include:

Whet her TKA or Liberty is the initial transferee
of recoverabl e preferences;
Whet her transfers nade by the debtor were to

i nsiders or non-insiders;
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Whet her the transferee recovered nore in paynent
of its loan than it would in a hypothetical Chapter 7
i qui dation of the debtor;

Whet her the paynents were nmade by the debtor in
the ordinary course of the debtor's and TKA's busi ness or the
debtor’s and Liberty’ s business;

Whet her the debtor or its principals nade the
paynents with the intent to hinder, delay, and defraud
creditors;

Wet her the debtor received equival ent val ue for
its paynents;

Wi ch defendants are the inmmediate or nediate
transferees and thus eligible to use the good faith defense to
preference and fraudul ent transfer clains;

The scope of the principals’ fiduciary duties;

Whet her the debtor has avail able the defenses of a
surety; and

Wet her the debtor has rights of contribution or
subrogati on agai nst the other guarantors/defendants and
Li berty.

The plaintiff takes the position that the witten
| oan docunents evidence the true and accurate position of the

parties with respect to their rights and obligations under the
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Li berty loan. Under both the commtnent letter and the | oan
docunents, of course, Liberty nmade the loan to TKA as obligor
The debtor guarantied this obligation.

The plaintiff also asserts that TKA nmade or intended
to make sone or all of the proceeds of the Liberty | oan
available to the debtor as a capital contribution, consistent
wth the terns of the conmmtnent letter. It points to the
i nclusion of preferred stock in the Touche Ross pro forma and
the debtor’s listing of $1 million of these proceeds as
sharehol der’s equity on all of its bal ance sheets generated
bet ween May 28, 1989, through October 29, 1989.

The defendants argue, however, that the court should
construe the transaction differently. The defendants say the
court should determ ne that the debtor was, in actual fact, the
principal on the Liberty |loan rather than the guarantor. This
construction, the defendants assert, is consistent with the
actual substance of the transaction as contenpl ated and
transacted between the parties.

The defendants point out that all parties understood
fromthe outset that the Liberty loan was for the ultimte
benefit of the debtor. 1In addition, the parties understood
that the ultimte paynent of the |oan woul d be effected through
the sale of the debtor’s inventory in the ordinary course of
its business.

The defendants assert that this understandi ng was

consistent with the financial realities of the debtor and TKA
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The debtor was the operating entity and generated revenues
through the sale of its inventory. TKA, in contrast, was
not hi ng but a shell conpany, with its only asset being its
stock in the debtor and receivables owed to it by the debtor.
Accordingly, TKA, on its own, was financially incapable of
servicing the |oan without the debtor’s revenues. The

def endants argue, therefore, that Toy King was intended to be
the -- "true" -- obligor on the | oan.

The defendants claimthat Liberty wanted to
denom nate TKA as the borrower to avoid the appearance of
making a | oan to a conpany in bankruptcy. The defendants say
denom nati ng TKA as borrower was nothing nore than a technical
formality or a semantic exercise for appearances only.

The gist of the defendant’s argunent seens to be as
follows: the debtor was the one who needed the noney, the
debtor received the noney, and the debtor was the one who
repaid the noney. Because the debtor was the only one with the
resources to repay the loan, the transacti on was never and
coul d never have been nore than a sinple loan to the debtor,
notw t hstanding any witings to the contrary.

The nost not abl e aspect of the transaction consi stent
with the defendants’ argunent is the execution of notes and the
mont hl y paynment of interest by the debtor. The defendants
argue that these |loan characteristics of the Liberty |oan are
nore reasonabl e than the capital contribution aspects. The

def endants point to the clear benefit inuring to the debtor and
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the inability of the parent to service the underlying | oan
absent these periodic paynents.

The difficulty with this argunment is that the notes
that the debtor executed were not notes to Liberty but were
instead notes to TKA. The interest that the debtor paid was
not interest paid to Liberty but was instead interest paid to
TKA. These notes were entirely and legally independent of the
Li berty | oan prom ssory note. The debtor did not give any
notes or pay any interest directly to Liberty.

Mor eover, the record overwhel m ngly supports the fact
that TKA intended to use at | east sonme of the Liberty loan to
make a capital contribution rather than a |oan to the debtor.
The commtnent letter, prepared by sophisticated and conpetent
counsel, clearly states that the proceeds could be used solely
for paynment of Toy King | dividends and capital contributions
to the debtor. Simlarly, the accountant from Touche Ross
testified that it was his understandi ng, gained from
information provided by Morrow, that at |east sonme of the
Li berty | oan proceeds woul d be applied as a capital
contribution to the debtor. This understanding is consistent
with the witten evidence. The pro forma referred to preferred
stock -- plainly a capital contribution -- and the debtor’s own
bal ance sheets for many nonths posted sone of the nonies
received fromthe proceeds of the Liberty |oan as preferred

st ock. 1%
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In addition, the record contains no evidence that the

debt or was unable to obtain financing on its own behal f, "
other than the self-serving testinony of the individual
defendants. To the contrary, the evidence supports the fact
that Liberty was willing to denom nate Toy King as borrower but
did not do so at the request of the debtor’s principals.
Al though Liberty received a tangential benefit in acceding to
this request, it was the debtor who received the nost benefit.
As Morrow testified, designating TKA as borrower, rather than
the debtor, afforded the debtor substantial tax advantages.

The nost inportant advantage, however, was the
"capital contribution” characterization of sone of the
borrowi ng. This characterizati on enhanced the debtor's stated
net worth. Had the Liberty |oan been posted on the debtor's
bal ance sheets as a liability, the debtor's net worth would
have been reduced by that anount.

Finally, as wll be discussed at greater length in
Section V.D.2.a.iii. and V.D. 3. below, this characterization
was a material factor in the toy manufacturers’ decisions to
extend credit to the debtor after confirmation. Thus, the
debtor was a direct recipient of the benefits of structuring
the transaction wth the debtor as guarantor and TKA as
obl i gor.

Recogni zi ng the debtor as guarantor rather than
obligor is nore than nere "form' or an exercise in semantics.

The defendants' argunent invites circuity -- if the parent
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conpany was "nomnal"” to the loan to the point that it should
be excised fromthe transaction, why was it needed in the first
place? |If it was necessary to structure the transaction in
that way, then TKA could not have been a nom nal party.

A finding that the debtor is obligor on the Liberty
| oan would materially affect the disposition of this proceeding
and the potential liability of each party, as noted earlier.
It would be inequitable to permt the parties to reap the
benefits of the transaction as they structured it, with TKA as
obligor and the debtor as guarantor, and then avoid the
consequences by having the court ignore their chosen structure
and recharacterize the transaction well|l after the fact.
Recharacterizing the transaction as the defendants urge woul d
turn equity on its head, contrary to principles of
reorgani zation. "It is the duty of the court, especially a
court of equity, to adjust the rights of the parties so far as
possible so that the ultimate | oss shall accord with the

equi table position of the parties.” Witlock v. Max Goodman &

Sons Realty, Inc. (In re Goodman I ndustries, Inc.), 21 B.R

512, 520 (Bankr. D. Mass. 1982)(quoting 10 WIlliston on

Contracts 8 1264 at 842 (3d ed. 1967)). "That is especially
true when the party now conpl aining that the court should
consider the realities and not the formwere instrumental in
creating the very formof which they now conplain.” 1d.

It is true, as the defendants argue, that there is

sonme evidence in the record supporting the proposition that al
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parties to this proceeding intended that the debtor was the
"real" or "true" borrower. It is also true, however, that
there is equally conpelling evidence that supports the position
that the parties intended TKA to be the borrower while the
debtor served as guarantor. 1In the face of this conflicting
evi dence, the court is persuaded that the terns of the
commtnment letter and | oan docunments thensel ves establish the
roles each of the parties were and are to play in accordance
with the intent and desires of the parties.

More inportantly, this was the rol e nandated by the
terms of the confirnmed plan as evidenced by the Toy King |
confirmation order. Wre those roles to be reversed by the
parties, the parties would be in material breach and in
violation of the confirmed plan. That breach would be no | ess
material or severe if ordered by the court in this proceeding
at the urging of the defendants.

Accordingly, the court finds that TKA is the obligor
for the Liberty Ioan and the debtor is an unlimted guarantor.

C. PREFERENCE CLAI V5.

1. | nt roducti on.

The unsecured creditors commttee seeks to set aside
as preferences, pursuant to the provisions of Sections 547 and
550 of the Bankruptcy Code, paynents that the debtor nmade to
TKA. The paynents that the conmttee attacks are paynents of
interest and principal on the Liberty loan, the C&S |line of

credit, and the Nintendo |oan. Also included are guaranty fees
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paid by the debtor to TKA in connection with the C&S |ine of
credit.

The debtor nade these paynents in two discreet tine
periods. First, the debtor nade these kinds of paynents in the
90-day period before the filing of the petition comrencing the
Toy King Il case on February 12, 1990. Second, the debtor nade
t hese ki nds of paynents earlier, during the period commencing
with the confirmation of the Toy King | case on May 23, 1989,
and continuing through the date 91 days before the commencenent
of the Toy King Il case.

In addition, the plaintiff attacks as preferences
certain paynents the debtor nade to M&D. The plaintiff also
seeks to set aside as preferences certain UCC-1 filings by
Li berty purporting to perfect security interests and a security
agreenent allegedly nmade by the debtor in favor of Liberty
after the | oan purporting to be secured by the security
agreenent had cl osed.

Section 547(b) of the Bankruptcy Code permts the
avoi dance of:

. . . any transfer of an interest of the
debtor in property --

(1) to or for the benefit
of a creditor;

(2) for or on account of an
ant ecedent debt owed by the debtor
before such transfer was nade;

(3) nmade while the debtor was
i nsol vent;

104



(4) rmade --

(A) on or within 90 days
before the date of the filing of
the petition; or

(B) between ninety days
and one year before the date of
the filing of the petition, if
such creditor at the tinme of
such transfer was an insider;
and

(5) that enables such creditor
to receive nore than such creditor
woul d receive if --

(A) the case were a case
under chapter 7 of this title;

(B) the transfer had not
been nmade; and

(C© such creditor received
paynment of such debt to the
extent provided by the
provisions of this title.
"The bedrock phil osophy of the Bankruptcy Code is an
equality of a division of assets for all creditors of the

debtor." Jones v. J.E.G Enterprises, Inc. (In re Geenbrook

Carpet Co.), 22 B.R 86, 89 (Bankr. N.D. Ga. 1982). The

plaintiff carries the burden of establishing by a preponderance
of the evidence each of the elenments constituting a

preferential transfer. Nordberg v. Arab Banking Corp. (In re

Chase & Sanborn Corp.), 904 F.2d 588, 595 n.15 (11'" Gir.

1990); Ruff v. Vurchio (In re Vurchio), 107 B.R 363, 365

(Bankr. M D. Fla. 1989).
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2. Paynents by the debtor to TKA nade during
the 90 days immedi ately before the filing
of Toy King II.

a. | nt roducti on.

During the 90-day reach back period, the debtor paid
TKA $2,906.26 in interest on the C& line of credit, $40,492.62
in interest on the Liberty loan, and $12,157 in interest on the
Ni ntendo | oan. During the sanme period, the debtor also paid
TKA $250,000 in principal on the C& line of credit, $600, 000
in principal on the Liberty loan, and $700,000 in principal on
the Nintendo |oan. The debtor also paid TKA a $5, 000 guaranty
fee in connection with the C& line of credit during this
peri od.

b. Do the paynents to TKA constitute
transfers?

A "transfer" is broadly defined in Section 101(54) of
t he Bankruptcy Code. Under this definition, a transfer
enconpasses every nmeans of disposing of or parting with
property or an interest in property of the debtor. "The
concept of property of the estate under Bankruptcy Code section

541(a) is expansive." United Agri Products v. Jonovich (Inre

Food & Fibre Protection, Ltd.), 168 B.R 408, 417 (Bankr. D.

Ariz. 1994)(citing Begier v. Internal Revenue Service, 496 U S

53, 58-59 (1990)). In this case, the debtor wote and
delivered checks to TKA in paynent of all its obligations.

These checks were drawn on its regular operating account. The
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debtor's operating account contained funds that were obtained
through the sale of its inventory sold in the ordinary course.
There can be no dispute, therefore, that the debtor's paynents
to TKA were transfers within the nmeaning of Section 547(b).

c. Was each transfer to or for the benefit
of a creditor?

Section 101(10) of the Bankruptcy Code defi nes
"creditor" as an "entity that has a claimagainst the debtor
that arose at the tine of or before the order for relief
concerning the debtor." Section 101(5) defines "clainl as a
"right to paynent, whether or not such right is reduced to
judgnent, |iquidated, unliquidated, fixed, contingent, nmatured,
unmat ur ed, disputed, undisputed, |egal, equitable, secured, or
unsecured. "

TKA made nonies available to the debtor both directly
and indirectly. TKA directly loaned to the debtor $500, 000 of
the Liberty loan, the C& line of credit, and the N ntendo
| oan. The debtor executed notes that formalized its
obligations to TKA for nost, but not all, of these nonies.

TKA also indirectly loaned to the debtor $1 mllion
of the Liberty loan. Although Liberty funded the $1 million
letter of credit by making paynents to the debtor's creditors
as required by the confirnmed plan, TKA was the obligor on the
Li berty loan. TKA and the debtor did not execute a note to
menorialize the debtor's obligation to TKA for this $1 mllion

portion of the Liberty loan. The, debtor, however, nade
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nmont hly paynments of interest to TKA on account of the $1
mllion letter of credit.

TKA and the debtor operated on the prem se that al
of the nonies TKA made available to the debtor fromthe Liberty
| oan, the C&S line of credit, and the Ni ntendo | oan created
debts of the debtor in TKA's favor. Although the plaintiff now
attacks the paynents of those debts, the defendants do not
di spute that TKA was a creditor of the debtor at all tines
bet ween the confirmation of Toy King | and the filing of Toy
King I1.

It is clear, therefore, that the debtor nade
transfers directly to TKA;, TKA was the recipient of the funds
paid; the transfers reduced the debtor's unsecured obligations
to TKA;, and TKA received the direct benefit of these paynents.
Accordingly, TKAis a creditor of the debtor with respect to
all transfers at issue here as required by Section 547(b)(1).

d. Were the transfers for or on account
of an ant ecedent debt?

Section 101(12) of the Bankruptcy Code defines a
"debt" as a "liability on a claim" Section 101(5) defines a
"clainf as a "right to paynent . . . ." "Although 'antecedent
debt' is not defined by the Code, essentially a debt is
‘antecedent' if it is incurred before the transfer." Tidwell

v. Ansouth Bank, N.A. (In re Cavalier Hones of Georgia, Inc.),

102 B.R 878, 885 (Bankr. MD. Ga. 1989)(citing 4 Collier on

Bankruptcy T 547.05 (15'" ed. 1989)).
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The debtor incurred the obligation to repay the
principal debts at issue in this claimof preference at the
time that it received the nonies fromTKA. This was true even
when the debtor did not execute a note to evidence its
obligation to TKA, as was the case with the $1 mllion letter
of credit and a small portion of the $500,000 line of credit
monies. Simlarly, the debtor incurred the obligation to pay
the C&S guaranty fees at the tinme it received the proceeds from
that line of credit. 1In every case, the obligation to repay
principal or to pay guaranty fees was incurred before Novenber
14, 1989 -- the date 90 days before the filing of the Toy King
Il case. Accordingly, the paynents of principal and guaranty
fees on these obligations were paynents "for or on account of"
ant ecedent debts.

The debtor also incurred the obligation to pay
interest at the tine it executed each note or otherw se
incurred each obligation, notw thstanding the fact that the
preci se anount of the interest may then have been conti ngent
until the due date of each interest paynent. CHG

International, Inc. v. Barclays Bank (In re CHG I nternational,

Inc.), 897 F.2d 1479, 1486 (9'" Cir. 1990). The paynent of
interest was on account of, tied, and related to each of the
underlying obligations that were plainly antecedent debts.
This conclusion is consistent with Florida state |aw. See

Parker v. Brinson Construction Co., 78 So.2d 873, 874 (Fl a.

1955)[interest is "generally considered to be a part of the
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principal debt itself" because it is conpensation paid by a

borrower to a | ender for the use of noney].'%®

Accordingly, al
i nterest paynents made during the 90 days before the filing of
this bankruptcy case were paynents nade "for or on account of"
ant ecedent debts within the nmeaning of Section 547(b)(2).

e. Was the debtor insolvent at the tine
of the transfers?

i. Presunption of insolvency.

Under Section 547(f) of the Bankruptcy Code, the
court presunes the debtor to be insolvent during the 90 days
prior to the date of the filing of the bankruptcy petition.
This presunption is not conclusive and may be rebutted by

t he defendants. Penbroke Devel opnent Corp. v. Wndow (In re

Penbr oke Devel opnent Corp.), 122 B.R 610, 611-12 (Bankr.

S.D. Fla. 1991). The plaintiff retains the burden of

per suasi on on the issue of insolvency, however, and nust
denonstrate the debtor's insolvency by a preponderance of
the evidence if the creditor defendant successfully rebuts
the presunption. |Id.

In this case, the defendants presented evidentiary
support of the debtor's solvency in the formof the debtor's
financi al bal ance sheets fromthe period of Novenber 1989,

t hrough February 1990. These bal ance sheets reflected
assets that exceeded liabilities for every nonth during that
tinme. In addition, the defendants presented expert

testinmony in the person of Mdorrow, who is a certified public
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accountant in addition to being an officer and director of
the debtor and a defendant personally. Morrow testified
that, in his opinion, the debtor was solvent during the
period between the confirmation of Toy King | and the filing
of Toy King Il irrespective of whether the debtor's
inventory was val ued at cost or at market value. This

evi dence and testinony, while ultimately not credited by the
court, is sufficient to rebut the presunption of insolvency
and require the plaintiff to put on its proof.

ii. Liquidation valuation test.

Section 101(32)(A) of the Bankruptcy Code defines
"insolvent" when referring to a corporation such as the
debtor as "financial condition such that the sum of such
entity's debts is greater than all of such entity's
property, at a fair valuation . . . ." In nost
circunstances, fair valuation is "an estimte of proceeds
realizable within a reasonable time frame through either
collection or sale at regular market value." Penbroke

Devel opnent, 122 B.R at 611 (citing H Il v. Southeast Bank,

N.A. (Inre Continental Country Club, Inc.), 108 B.R 327,

331 (Bankr. MD. Fla. 1989)).

In circunstances where the debtor is on its
"financial deathbed" and has no hope of continuing to
operate as a going concern, |iquidation value nay represent
a fair valuation of the financial condition of the debtor.

Schwinn Plan Committee v. AFS Cycle & Co. (In re Schw nn
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Bicycle Co.), 192 B.R 477, 487 (Bankr. N.D. IIl. 1996);

MIller & Rhoads, Inc. Secured Creditors' Trust v. Robert

Abbey, Inc. (Inre Mller & Rhoads, Inc.), 146 B.R 950,

956-57 (Bankr. E.D. Va. 1992). This standard is especially
applicable in circunstances such as those presented here
where the debtor is liquidated shortly after the filing of
the petition because otherwi se the conpany's true financial

condition is "fictionalized." MIller & Rhoads, 146 B.R at

956.
In MIler & Rhoads, the debtor, M&R, was acquired

inthe late 1980's in a | everaged buyout. The debtor
incurred substantial debt in connection with the
acquisition. After the buyout, the parent conpany nade
unsuccessful changes in the direction and focus of the
debtor. As a consequence of these changes, the debtor was
at a conpetitive disadvantage and performnmed bel ow i ndustry
averages. Price Waterhouse issued a going concern
qualification with its audit of the 1988 fiscal year end
financial statements. The retail econony declined and the
debt or posted operating |osses for alnost every nonth after
the | everaged buyout. Utimately, the debtor was unable to
pay its debts as they matured and filed for protection under
Chapter 11. A Chapter 11 liquidating plan was confirnmed

| ess than a year after the case was filed. The debtor was

unable to pay all clains in full upon |iquidation.
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In determ ning insolvency, the court found that
the debtor "was not financially viable . . . and was not
sal vageable.” 1d. at 954. It further found that "M&R s
chances of reorgani zing were nonexi stent unless it received
a substantial infusion of new equity capital . . . ." 1d.
In conclusion, the court stated that the "evidence of M&R' s
extrenely precarious financial position when it filed
bankruptcy . . . is overwhelmng and in |arge part
uncontroverted." Id.

In the Toy King case, the facts are nmuch the sane.
Despite repeated borrow ngs, the debtor could not continue
as a going concern w thout additional equity infusions
because it was unable to generate sufficient sales to allow
it to pay its operating costs in addition to its debt. This
was apparent to all defendants at |east as early as the
Novenber 17, 1989, neeting between Mrrow, Angle, and Horne.
Fromthat point in time or soon afterwards, the focus of the
debtor was on |iquidation.

VM was the only suitor that exhibited serious
interest in "merging” with the debtor after it was offered

in the Wall Street Journal. VM was known in the industry

as an "undertaker" with no interest in operating its
acquisitions. VM was interested only in acquiring the
debtor's inventory and | easehold interests at a
substantially discounted price. VM ultimtely purchased

the assets of Toy King after the filing of Toy King Il for a
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price of $1,050,000, an anount that was not sufficient to
pay the debtor's unsecured creditors. |ndeed, the debtor
was unable to nmake any paynent to unsecured creditors.

This case is unlike Brown v. Shell Canada, Ltd.

(In re Tennessee Chem cal Co.), 143 B.R 468, 474 (Bankr.

E.D. Tenn. 1992). In that case, the court used "going
concern" val uation even though the debtor had not nade a
profit in the last three years because, notwithstanding its
protracted | osses, it was sold as a going concern. |d. The
court stated that the usual assunption is that "going
concern value is greater than forced sale, |iquidation or

sal vage value. Going concern value neans that value is
added to the property because it can be operated as a
business." 1d. at 475.

In contrast, Toy King was not sold as a "going
concern.” VM had no interest in operating Toy King stores
but instead wanted to use the | easeholds to sell the
debtor's inventory together with its own at "rock bottont
prices.

Using a liquidation valuation approach, the court
finds that the debtor was insolvent during the entire 90 day
preference period, dating from Novenmber 14, 1989, through
the filing of the involuntary petition on February 12, 1990.
The debtor was in a |iquidation posture for nmuch of that

time and was put in that posture through the direct actions
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of its principals who were actively seeking to sell the
debt or.

iii. Going concern valuation test.

Even if the court were to use a "going concern”
valuation as its nmeasure for insolvency, the court woul d
still find the debtor to be insolvent during this period.
In determ ning going concern value, the court nust "take
into account all considerations that the parties m ght
fairly bring forward and gi ve substantial weight in their

bargaining." National Rural Uilities Cooperative Finance

Corp. v. Wabash Vall ey Power Association, Inc. (In re Wibash

Val | ey Power Association, Inc.), 111 B.R 752, 768 (S.D

Ind. 1990). The court should consider both a willing buyer
and a willing seller, evaluating the "assunptions and
met hods used by both sides.” 1d. at 7609.

The bal ance sheet test is the sinplest nethodol ogy
to determ ne insol vency using a going concern val uation
approach. This test conpares "the fair value of the
Debtor's assets at the tinme of the transaction with the

Debtor's liabilities of the sane date." Food & Fibre

Protection, 168 B.R at 417 (citing MWIllianms v. Gordon (In

re Canp Rockhill, Inc.), 12 B.R 829, 833-34 (Bankr. E.D

Pa. 1981)).
In this case, the court has found that the bal ance
sheets of the debtor were not credible evidence of the

debtor's true financial condition. The court determ ned
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that the assets were overstated, the liabilities were
understated, and sone liabilities of the debtor were

m scharacterized as shareholder's equity. |In addition, the
bal ance sheets reflected the forgiveness of debt as
sharehol der's equity in contravention of what is now
general ly accepted accounting practice. The debtor's
liabilities did not include all of the borrow ngs of the
debtor. The liabilities also did not include |ease

rej ection damages i ncurred as a consequence of cl osing
stores after confirmation, nor did they include the actual
costs of opening the six stores after confirmation. The
persi stent and unequi vocal |osses of the debtor were
simlarly understat ed.

Al t hough the record does not contain sufficient
evidence to correct the bal ance sheets with precision, the
record does permt the court to make gross adjustnents as
are required by the expert testinony the court has credited,
as the court has done in notes 46, 82, 83, 84, and 98. See

GHK Associates v. Mayer G oup, Inc., 274 Cal.Reptr. 168, 178

(1990)[court has power to infer specific values for assets
and/ or damages, but inferences nust be drawn from
substantial evidence actually presented by the parties].®
Based on the adjusted bal ance sheets, the court concl udes
that the debtor was insolvent fromat |east Cctober 29,

1989, and at all tinmes thereafter.
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This conclusion is al so supported by all the facts
and circunstances of the debtor as established by the evidence.

See DuVoisin v. Anderson (In re Southern Industrial Banking

Corp.), 71 B.R 351, 369 (Bankr. E.D. Tenn. 1987). By late
Cct ober 1989, the debtor was in a downward spiral. By this
time, nost of the inventory needed for Christmas had been
received. That inventory was insufficient in anpount, contai ned
many stale or unpopul ar products, and was obtained at a cost
t hat al nost guarantied i nadequate sales margins. Despite its
repeated borrowi ngs from TKA, the debtor did not have
sufficient capital to purchase quality inventory at a
conpetitive cost.

Consequently, Toy King' s sales during Novenber and
Decenber were substantially bel ow projections and insufficient
to conpensate for the persistent and system c | osses of the
debtor that occurred after the confirmation of Toy King I. As
the deferred deadline for paynent on its inventory approached,
t he debtor was conpletely and unquesti onably incapabl e of
meeting its obligations as they cane due. "The point of peri
is reached when the firmis ability to continue as a going
concern -- a concern that can cover its costs -- is in doubt

because its expected costs are greater than its expected

revenues." |In re Taxman O othing Co., 905 F.2d 166, 169 (7'
Cir. 1990). 1In legal and accounting terns, this neans when its
liabilities exceed its assets.” |d.
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The debtor's schedul es al so support the court's
finding that the debtor was insol vent throughout the 90-day
period before filing. Those schedul es, executed under
penalty of perjury by Morrow, reflect that liabilities of
the debtor in the amount of $3,669,570 exceeded assets of
$3, 588, 406. These schedul es purport to represent the
debtor's financial condition at the time of the filing of
t he bankruptcy petition and reflect the debtor's financi al
status following the nonths that traditionally are the nost
profitable in the industry.

The assets as stated in the schedules are in the
exact amount of the assets as reflected in the debtor's
January 28, 1990, bal ance sheet. The liabilities, however,
are greater, corroborating McCarthy's opinion that the
debtor understated its liabilities.

Mor eover, the schedul es overstate the actual val ue
of the assets because the inventory value on the schedul es
is at "cost" at an anount that is twce the value of the
inventory that the court has found as a matter of fact.
These schedul es, adjusted for the actual value of the
inventory, paint a nmuch nore accurate picture of the
debtor's true financial condition.

For all the reasons stated above, the court
concl udes that the debtor was insolvent during the 90-day

period before the filing as required by Section 547(b)(3).
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f. Didthe transfers occur on or within 90
days of the filing of the petition?

In this case, the creditors filed the involuntary
petition on February 12, 1990, and the court entered its
order for relief on April 10, 1990. When the petition date
and the order for relief date are different, "[t]he
preference period is neasured fromthe date the involuntary
petition is filed, not the date the order for relief is

entered."” Cavalier Hones of CGeorgia, 102 B.R at 883 n.6.

Counting back 90 days fromthe filing date of February 12,
1990, one can calculate that the 90-day preference period
begi ns on Novenber 14, 1989. Thus, all paynents nade on or
after Novenber 14, 1989, by the debtor to TKA on account of
the loans in question satisfy the Section 547(b)(4)(A)

el ement .

g. Did TKA receive nore than it woul d have
received in a Chapter 7 liquidation?

i. Secured clainms or unsecured cl ai ns?

To satisfy the requirenents of Section 547(b)(5), the
plaintiff nmust establish that the recipient of the transfers at
i ssue received nore through the transfer than it woul d have
received in a Chapter 7 liquidation. "As a general rule, the
guestion is whether other creditors hol ding unsecured clains

are prejudiced.” Gove Peacock Plaza, Ltd. v. Resolution Trust

Corp. (In re Gove Peacock Plaza, Ltd.), 142 B.R 506, 517

(Bankr. S.D. Fla. 1992). "Unless the assets are sufficient to
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provide a 100 percent distribution to creditors in a

[ iquidation, any creditor holding an unsecured clai mwho
recei ves a paynent during the preference period is in a
position to receive nore than it would have received in a

Chapter 7 liquidation.” Hill v. Southeast Bank, N.A. (In re

Continental Country Club, Inc.), 108 B.R 327, 332 (Bankr. M D

Fla. 1989). A transferee who holds a secured claim on the
ot her hand, does not receive nore through a prepetition
transfer than it would in a Chapter 7 |iquidation because such

a creditor holds collateral for its claim Levit v. |lngersol

Rand Financial Corp. (Inre V.N Deprizio Construction Co.),

874 F.2d 1186, 1200 (7'" Cir. 1989); MIller v. Rausch-Alan (In

re Ganest, Inc.), 129 B.R 179, 182 (Bankr. D. M nn. 1991).

The defendants argue that the paynments to TKA in
guestion were paynents on secured clains. |If so, the paynents
woul d not neet the requirenents of Section 547(b)(5). It is
true that TKA's obligations to Liberty were secured by
collateral, sone of which included the debtor's assets. The
Li berty notes executed by TKA contai ned specific dates for
repaynment of principal and charged interest at a rate of prine
plus two percent. In contrast, the TKA notes executed by the
debtor were unsecured demand notes that charged interest at a
rate of prime plus three percent. Although the parties
stipulated that each of the debtor's obligations to TKA tracked
an underlying obligation of TKA there was no | egal requirenent

that TKA cancel the debtor's note upon the satisfaction of the
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underlying note. |Indeed, TKA did not do so upon the repaynent
of the C&S line of credit followng the confirmation of Toy
King I.

In this case, therefore, each of the debtor's
paynments to TKA that the plaintiff attacks was a paynent on an
unsecured obligation. Although TKA used the nonies it received
fromthe debtor to make paynments on its secured obligations to
Li berty and C&S, those obligations were factually and legally
separ at e.

On its facts, this case is analogous to Ray v. City

Bank and Trust Co. (Inre CGL Cartage Co.), 899 F.2d 1490, 1493

(6'" Cir. 1990). In that case, the bank made a personal |oan
to the debtor's president. The president's nother, who al so
secured the loan by pledging a certificate of deposit, co-
signed the loan. The president |oaned the nonies obtained from
the bank to the debtor. This |oan was unsecured. The debtor
made paynents on its loan to the president's nother or directly
to the bank. The court found the paynents to be preferential,
notw t hstandi ng the bank's secured position, because the
transfers at issue were repaynents on the unsecured debt
bet ween the debtor and the president. 1d.

Simlarly, the debtor's obligations to TKA were
whol |y unsecured, and it is the paynent of those obligations
that the plaintiff attacks. Thus, the fact that TKA' s
obligations to Liberty were secured is irrelevant in

determ ni ng what position TKA would hold in a hypothetical
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Chapter 7 case of the debtor. 1In a Chapter 7 case, TKA's

cl ai s agai nst the debtor would be unsecured clains i ndependent
of Liberty's clains. It is from TKA s position as an unsecured
creditor, therefore, that the court nust determ ne whether TKA
recei ved nore by the paynents in question than it would have
received in a Chapter 7 case had the paynents not been nade.

ii. Liquidation scenario.

A plaintiff may rely on the debtor's schedul es and
filed clains to show that a 100 percent distribution would not

be possible. Continental Country Club, 108 B.R at 332 (citing

Flatau v. Tribble's Shoes, Inc. (In re Lawence), 82 B.R 157,

160-61 (Bankr. MD. Ga. 1988)). The schedules and clainms in
this case substantiate the conclusion that the assets of the
debtor, even if liquidated at the schedul ed val ues, woul d not
permt a full distribution to be paid to unsecured creditors
who either filed clains or were listed by the debtor inits
schedul es.

Al ternatively, a plaintiff may denonstrate that a 100
percent distribution is unlikely under the circunstances of the

case. In Braniff, Inc. v. Sundstrand Data Control, Inc. (In re

Braniff, Inc.), 154 B.R 773, 777 (Bankr. MD. Fla. 1993), for

exanpl e, the court concluded that Section 547(b)(5) was
sati sfied where the record showed that there was "no scenario
under which unsecured creditors . . . [would] receive 100 cents

on the dollar."”
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The sane concl usion can be nmade in this case. The
case was initially filed as an involuntary Chapter 7 case but
was then converted to a case under Chapter 11. After the court
entered an order for relief, the debtor |iquidated by selling
its assets to VM with the court's approval. The purchase
price of $1,050,000 was insufficient to pay any dividend
what soever to unsecured creditors.

In all likelihood, a Chapter 7 trustee would not have
been able to liquidate the debtor as quickly or on as favorable
terms as the debtor was able to obtain in the Chapter 11 case.

I ndeed, this is precisely why the debtor and the creditors
agreed to convert the case to a case under Chapter 11 after the
petitioning creditors initially filed the involuntary Chapter 7
case. Accordingly, there is no scenario under which the
unsecured creditors would have received 100 cents on the
dol | ar.

In these circunstances, therefore, it is apparent
that TKA received nore when it received the paynents in
guestion than it would have received in a Chapter 7 |iquidation
had the paynents not been made. 1In a Chapter 7 liquidation, it
woul d receive nothing. As it was, it received the full value
of the paynents at the tine the debtor made them Accordingly,

the transfers satisfy the requirenents of Section 547(b)(5).
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h. Summary for transfers to TKA during
t he 90-day preference period.

As the foregoing describes, the plaintiff has proven
by a preponderance of the evidence that the paynents by the
debtor to TKA of principal and interest on the C&S |ine of
credit, the Liberty | oan, and the N ntendo | oan nmade during the
90-day period imedi ately before the filing of this case
satisfy each and all of the preference elenents set forth in
Section 547(b) of the Bankruptcy Code.

The defendants, however, have raised affirmative
defenses to these preference clains as provided by Section
547(c) of the Code. The plaintiff has other preference clains
as to which the defendants have raised the sane affirmative
defenses. From an organi zational standpoint, therefore, it is
desirable to consider first the plaintiff's other preference
clains as to which the defendants have identical affirmative
defenses. After the court has considered all of these
preference clains, then the court can consider the affirmative
defenses that relate to all

3. Paynents by the debtor to TKA made bet ween

90 days before the commencenent of Toy King |
and the date of confirnation of Toy King |

a. | nt roducti on.

The unsecured creditors conmttee al so seeks to
set aside as preferences paynents that the debtor made to

TKA at an earlier period of tinme: between 90 days before
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t he comencenent of the Toy King Il case on February 12,
1990, and the confirmation of the Toy King | case on May 23,
1989. As with the paynents nmade by the debtor to TKA during
the 90-day period immediately before the filing of this
case, the paynents the conmttee attacks are the paynents of
principal and interest on the C& line of credit, the
Li berty |l oan, and the Nintendo |l oan. Al so at issue are the
guaranty fees paid by the debtor on the C&S line of credit.
In analyzing this claimin relation to the
el ements of Section 547(b) of the Bankruptcy Code, the court
reaches the sane results on the el enents described bel ow for
the sane reasons as the court reached for the plaintiff's
preference claimas to the paynents nmade during the 90-day

period i medi ately before the filing of this case:

Section 547(b): the paynents are transfers.

Section 547(b)(1): the paynents were made to
or for the benefit of TKA, a creditor.

Section 547(b)(2): the paynents were nade for
or on account of an antecedent debt owed by the debtor
before such transfer was nmade.

Section 547(b)(5): the paynents enabled TKA to
receive nore than it would receive in a Chapter 7
liquidation if the paynments had not been nade.

The plaintiff's preference claimfor paynents made

during the earlier period before the 90 days i medi ately
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before the filing of this case, however, requires separate
and different consideration of the Section 547(b)(3) and (4)
el enent s.

b. Was TKA an insider of the debtor?

Section 547(b)(4)(B) of the Bankruptcy Code
permts transfers nade up to a year before the filing of the
bankruptcy case to be set aside if the transfer is to an
insider. |If the transfer is to an insider, therefore, the
transfer need not be made only within the 90-day period
i mredi ately before the filing. 1In this sense, transfers to
insiders are subject to a nuch greater reach back peri od.

The plaintiff here seeks to reach back to the tine

of the confirmation of Toy King |I. Because the date of that
confirmati on order was May 23, 1989 -- less than a year
before the filing of Toy King Il -- the plaintiff seeks to

reach back only to the points wthin the one-year insider
reach back period provided by Section 547(b)(4)(B) and not
all the way back to the begi nning of that one-year period.

The transfers that the plaintiff attacks are the
fol | ow ng:

During the period between May 23, 1989, and Novenber
13, 1989, the debtor paid TKA $6,900 in interest on the C&S
line of credit, $44,678.27 in interest on the Liberty |oan, and
$7,162.50 in interest on the Nintendo | oan. The debtor also
pai d $15,283.22 in guaranty fees to TKA on the C&S |ine of

credit.
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The evidence clearly establishes that the debtor
made these paynments to TKA.  Thus, the question on which the
plaintiff's ability to use the one-year reach back period
turns is whether TKA is an "insider" of the debtor. The
insider relationship is to be determ ned on the exact date

of the transfer. Dent v. Martin (Inre Trans Air, Inc.), 86

B.R 290, 292 (S.D. Fla. 1988).

In the case of a corporation such as the debtor
here, Section 101(31) of the Bankruptcy Code defi nes
"insider," anong other things, as a "person in control of
the debtor." Section 101(41) of the Code then defines
"person,"” anong other things, as a "corporation.” Thus,
TKA, a corporation, can be an insider of the debtor if TKA
was in control of the debtor

In Lee's Place v. Hawbaker, 1992 W. 164443 (C. D

I1l1.), the court found that, where the defendant controlled
"both policy and day-to-day operations, in addition to other
aspects of the business, including seeking financing for the
busi ness, devel opnent and i npl enentati on of |ong-term pl ans,
and furnishing significant input for decision-nmaking outside
the normal course of business,"” the defendant was an insider
of the debtor because the defendant was in control of the
debtor. 1d. at *5.

Simlarly, the facts proven at trial plainly
establish that TKA was in control of the debtor. TKA was

initially incorporated for the purpose of acquiring the
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stock of the debtor. TKA undertook to obtain all financing,
other than trade credit, that was ultimtely provided to the
debtor. TKA determ ned the dates those nonies were nade
avai l able to the debtor and in what anobunt. TKA al so
determ ned the cost to the debtor of those borrow ngs and on
what terns.

An affiliate is also included within the definition
of insider. 11 U S. C 8 101(31)(E). Section 101(2)(A) defines
"affiliate"” as an "entity that directly or indirectly owns,
controls, or holds with power to vote, 20 percent or nore of
the outstanding voting securities of the debtor . . . ." TKA
hel d nore than 20 percent of the outstanding shares of the
debtor. Thus, TKA is also an insider because it is an
affiliate of the debtor.

For all of these reasons, it is plain that TKA was an
i nsider of the debtor within the neani ng of Section
547(b) (4)(B). The plaintiff has therefore established the
Section 547(b)(4)(B) elenment of its preference claimas to the
paynments to TKA nmade outside the non-insider 90-day preference
period and going back to the tine of the confirmation of Toy
King I.

c. Was the debtor insolvent at the tine
of the transfers?

i | nt roducti on.

The plaintiff is required to denonstrate that the

debt or was i nsol vent between the tine of the confirmation of
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the first case, May 23, 1989, and the begi nning of the 90-day
preference period, Novenber 14, 1989, to satisfy this Section
547(b)(3) elenment. As previously stated, the plaintiff seeks
to reach back only to May 23, 1989, and not all the way to the
begi nning of the one-year insider reach-back peri od.

In Section V.C. 2.e. above, the court found that the
debtor was insolvent during the 90-day period i nmediately
before the filing of the second bankruptcy case using either a
I i qui dati on approach or a going concern approach. 1In
determ ni ng whet her the debtor was insolvent during the period
begi nning on May 23, 1989, and continuing to the start of the
90-day period on Novenber 14, 1989, the court cannot rely on
the same liquidation analysis as previously discussed by the
court. The reason, of course, is that the tinme between the
maki ng of the paynents now in issue and the ultimate
[ iquidation of the debtor is too great.

ii. Going concern valuation test.

In Section V.C.2.e.iii. above, the court analyzed the
debtor's solvency during the 90 days i mredi ately before the
filing using the going concern valuation test. The court's
analysis there is fully applicable to the I arger insider reach
back period begi nning on May 23, 1989. The court therefore
adopts it for this purpose. The debtor's bal ance sheets, as
adj usted by the court for the reasons previously described,

establish that the debtor's liabilities exceeded its assets at
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all times fromthe date of confirmation of Toy King | through
the 91° day before the filing of this case.

The facts of the case are consistent with the picture
pai nted by these adjusted bal ance sheets. The debtor was in a
t enuous condition even before it reached confirmation of its
first case. Before confirmation in Toy King |, the debtor had
overdrawn its debtor-in-possession operating account and was
forced to borrow noney from TKA

After confirmation, the debtor continued to operate
at aloss while it shored up its rapidly saggi ng operations
with nore borrowings from TKA. TKA nade avail abl e the nonies
it obtained fromlLiberty and C&S but at premumrates due to
i nterest upcharges and guaranty fees.

Wthin 60 days of confirmation, the debtor
essentially exhausted the nonies received from TKA on the
Li berty $500,000 Iine of credit. More than half of this
anmount was di sbursed within three weeks of confirmation
Shortly thereafter, TKA was forced to borrow again on the
C&S line of credit and make those nonies available to the
debtor. Followi ng that borrowi ng, TKA was once again
knocki ng at the door of Liberty for another |oan on behal f
of the debtor. Before the |oan was even finalized, TKA
attenpted to overdraw the $500,000 line of credit.

TKA exhausted the entirety of the Liberty $700, 000
Ni nt endo | oan by di sbursing the nonies to the debtor within

30 days after Liberty approved the loan. Only $152,158. 45
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of the Nintendo | oan was used for the stated purpose of
pur chasi ng Ni ntendo products; $547,841.55 was used for
ordi nary operations because of the debtor's precarious
financial position and shortage of cash.

These borrow ngs denonstrate clearly that the
debtor was thinly capitalized. The debtor's only capital
was the $10,000 capital infusion that occurred at
confirmation. The debtor's only significant asset was its
i nventory. Because of poor nanagenent, a bad m x of
product, and insufficient advertising, coupled with a slow
season, the debtor was unable to maintain a sales vol une
that enabled it to neet its operating costs w thout further
borrow ng.

St at ed anot her way, the debtor's average gross
mar gi n of 26 percent was insufficient to sustain its
operating costs and to pay its debts as they becane due.
The debtor was able to operate throughout the sumrer and
fall only through its repeated borrowi ngs and the industry
practice of shipping inventory on ternms that allowed a

substantial delay in paynment for the goods. '

The shi pnent
of inventory on dating ternms enabl ed the debtor to feed on
itself and to maintain the illusion of health and vigor for
a protracted period of tine. Accordingly, the court finds
that the debtor was insolvent during this entire period of

time within the nmeani ng of Section 547(b)(3).
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iii. Retrojection analysis.

Al ternatively, the court can determ ne sol vency or
i nsol vency using retrojection analysis when the debtor's
financial condition is unascertainable as of the rel evant

dates. Miurphy v. Nunes (In re Terrific Seafoods, Inc.), 197

B.R 724, 731 (Bankr. D. Mass. 1996). The retrojection rule
provi des that when a debtor was insolvent "on the first
known date and insolvent on the |last relevant date, and the
trustee denonstrates 'the absence of any substantial or

radi cal changes in the assets or liabilities of the
bankruptcy between the retrojection dates,' the debtor is
deened to have been insolvent at all internmediate tines."

Id. (quoting Foley v. Briden (In re Arrowhead Gardens,

Inc.), 32 B.R 296, 300 (Bankr. D. Mass. 1983)). This rule
allows the court to conclude that a debtor is insolvent even
when there is a deficiency of evidence as to financial
status during sone of the tinme period at issue. The theory
is that if a debtor is insolvent on one date and insol vent
on a later date and there are no intervening circunstances
t hat woul d suggest otherw se, the court can concl ude that
t he debtor was insolvent during the entirety of the
i ntervening period, even in the absence of specific
financial information. |[d.

The court has previously found that the debtor was
i nsolvent at the tine of the confirmation of Toy King | and

i medi ately thereafter. Anong other things, this is because
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the "fresh start"™ accounting convention would have nore
accurately presented the debtor's true financial situation
rat her than the "quasi-reorgani zation" convention that the
debtor then used. Simlarly, the court has also found that
t he debtor was insolvent on Cctober 29, 1989, a date that
precedes the 90-day period before the filing of this case.
The evi dence presented at trial contains nothing that would
suggest any material change for the better in the debtor's
financial condition between these two dates. |ndeed, the
evidence plainly shows a continuing deterioration in the
debtor's financial health fromthe first date to the second.
This retrojection analysis, therefore, provides further
support for the court's conclusion that the debtor was

i nsolvent during the entire tinme from My 23, 1989, through
Novenber 14, 1989, and satisfies the requirenent of Section
547(b) (3).

d. Summary for transfers to TKA during
i nsi der preference period.

As the foregoing describes, the plaintiff has
proven by a preponderance of the evidence that the paynents
by the debtor to TKA of principal and interest on the
Li berty loan, C&S line of credit, and the Ni ntendo | oan, as
well as the C&S guaranty fees, made between 90 days before
t he commencenent of the Toy King Il case and the

confirmation of the Toy King | case satisfy each and all of
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the preference elenents set forth in Section 547(b) of the
Bankr upt cy Code.
Before determning this claim however, the court
w Il need to consider the defendants' affirmative defenses
as provided by Section 547(c) of the Code. The court wll
first consider the plaintiff's remaining preference clains.
4., Paynent by the debtor to M&D nmade duri ng

the 90 days immedi ately before the filing
of Toy King II.

a. | nt roducti on.

The unsecured creditors commttee al so seeks to set
aside as a preference a paynent that the debtor nmade to M&D on
Decenmber 29, 1989, in the anmount of $301,006.17. This paynment
related to the clains in Toy King | that MD purchased from
First Union.

As is nore fully described in Section IV.D. 2. above,
First Union originally held unsecured clains for $2,373, 615"
agai nst the debtor in Toy King I. Under the confirmed plan in
Toy King I, the debtor was to pay unsecured creditors 17.5
percent of their clainms. Thus, First Union was to receive
about $415, 382 on account of these clains.

Principals of the debtor, Mrrow and Angle, forned
M&D to purchase the First Union clainms. MD was substituted
for First Union as the holder of the First Union unsecured
clainms on January 12, 1989. MD paid First Union $125, 000 for
the clains on April 11, 1989.
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On July 6, 1989, the debtor paid M&D $138, 500 on
account of the First Union clainms. Around the sanme tine, the
debtor gave M&D a prom ssory note for the remai nder due on the
clains, in the anount of $294,382.'% On Decenmber 29, 1989, the
debtor paid M&D the ampunt then due on the note, $301, 006.17. 3
It is this paynent, the paynent of a remaining unpaid dividend
pursuant to a confirnmed plan, that the plaintiff attacks as a
pref erence. '*

Al t hough once unheard of, it is becom ng nore conmon
for a business that has reorganized in Chapter 11 to cone a
second time to the bankruptcy court for relief after the
reorgani zed debtor fails again. That is what happened here.
The case | aw generated by successive Chapter 11 cases, however,
is relatively sparse. The reported cases generally deal with
the propriety of a subsequent case, as was the case in Fruehauf

Corp. v. Jartran, Inc. (In re Jartran, Inc.), 886 F.2d 859, 868

(7" Cir. 1989), or the treatment of clains arising fromthe
first case that remain unpaid upon the filing of the second
case. 1Id

The question presented here is one of first
inpression. |s a paynent nmade pursuant to a confirnmed Chapter
11 plan subject to attack as preferential in a subsequent case?
The defendants say no, arguing that paynments on a confirned
plan are not transfers of property of the debtor's estate in a
subsequent case. For reasons that will be delineated bel ow,

the court concludes that a paynent pursuant to a confirnmed plan
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is no different fromany other transfer and therefore is
susceptible to attack as a preference.

As previously discussed, Section 547(b) of the
Bankruptcy Code sets forth the elenents of a preference that
the plaintiff is required to establish by a preponderance of
t he evi dence.

b. Does the paynent constitute a transfer
of the debtor's property?

i. \Whose npbney was it?

To recover the paynent as a preference, Section
547(b) requires that the plaintiff nmust first establish that
the paynent constitutes a "transfer of an interest of the
debtor in property.” As the court has previously decided in
Section V.C 2.b. above, paynents, such as the ones the debtor
made to TKA, plainly constitute transfers. The threshold issue
presented by the paynment to M&D, however, is whether that
transfer was of the debtor's property or property in which the
debtor held an interest. Because the transfer was of noney,
the question is whether it was the debtor's noney that the
debtor paid to M&D. If so, then the plaintiff will have
satisfied this el enent.

The debtor made a paynent of $301, 006.17 to M&D on
Decenber 29, 1989. The debtor nade this paynent by check
executed by Morrow on behal f of the debtor, and drawn on the
debtor's operating account. Al funds in the account as of the

date of the transfer were nonies earned by the reorgani zed
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debtor by operation of its business after the confirnation of
Toy King | or nonies borrowed fromTKA. Cearly, the facts in
this case would seemto denonstrate that this noney was the
debtor's property so that there was a transfer of the debtor's
property.

Not wi t hst andi ng the debtor's apparent ownership of
the funds used to make the M&D paynent, the defendants argue
that these funds were sonmehow held in trust for the purpose of
paying Toy King | clains arising fromthe confirmation of that
case. Al assets of the reorgani zed debtor, they suggest, are
the beneficial property of the clainmnts of the confirned
bankruptcy case and shoul d not therefore be considered the
debtor's property for purposes of Section 547(b) of the
Bankruptcy Code. The defendants cite a nunber of cases in

support of this argunent. See, e.g., Still v. Rossville Bank

(In re Chattanooga Wl esale Antiques, Inc.), 930 F.2d 458, 464

(6'" Cir. 1991)[holding, on principles of res judicata, that
the trustee could not avoid transfers nmade after confirmation
but prior to conversion to Chapter 7 because creditors are

entitled to rely on the plan as confirmed]; Inre T.S. P

| ndustries, Inc., 117 B.R 375, 379 (Bankr. N.D. II1.

1990) [ hol di ng that conversion of a confirmed Chapter 11 case to
Chapter 7 was not justified absent prepetition preferences or
fraudul ent transfers because there is otherw se no | onger
estate property to be adm nistered for the benefit of

creditors]; In re Kal eidoscope of H ghpoint, Inc., 56 B.R 562,
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566 (Bankr. M D. N C. 1986)[hol ding that funds disbursed
pursuant to a confirnmed Chapter 11 plan could not be "reeled
in," absent unusual circunstances, after conversion of the case
to one under Chapter 7].

Assuming for the nonment the defendant's argunent is
valid, even if Toy King I claimants had an equitable interest
in the reorgani zed debtor's assets, the reorgani zed debt or
woul d still retain a legal interest in that property. See 11
US C 8 541(a)(1)[property of the estate includes all of the
debtor's legal or equitable interests in property]. Thus, the
debtor's noney used to pay M&D, even if equitably owned by the
Toy King | creditors, would still be noney in which the debtor
mai ntained a legal interest. By making the paynent, the debtor
woul d be transferring that |legal interest. The Section 574(b)

requi renment of a "transfer of an interest of the debtor in

property," therefore, would be net. (Enphasis added).

In any event, the debtor dissipated the assets it
held at the tinme of confirmation and extingui shed any interest
in those assets long before it nade the paynent to M&D. The
debtor's sales of its existing inventory between May 1989 and
Cct ober 1989 were insufficient to neet its operating costs
incurred for the sane period. By m d-Septenber, the debtor was
so strapped for cash that Liberty inproperly advanced funds on
the $1 million portion of the Liberty loan to neet TKA's
request for additional nonies for the debtor's benefit. By

Cctober 3, 1989, the Liberty | oan was conpl etely di sbursed and
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the debtor was using the proceeds of the Nintendo |oan for its
operating costs. '

Clearly then, all assets the debtor held after
Cctober 3, 1989, were assets the debtor acquired after the
confirmation of Toy King I. The debtor, therefore, could not
have used assets or proceeds traceable to assets held by the
debtor at confirmation to satisfy the M&D cl ai min Decenber
1989. Instead, the debtor paid the M&D clai musing nonies it
borrowed after confirmation or nonies it generated from sal es
of its inventory acquired after confirmation.

ii. Conversion vs. a new filing.

More significantly, the line of cases relied upon by
t he defendants deals with a situation very different fromthe
one this case presents. All of the cases cited by the
defendants arise fromthe conversion of a pending Chapter 11
case to a case under Chapter 7 after the court has first
confirmed the case under Chapter 11. Unless the plan or order
of confirmation provides otherwi se, all of the property of the
debtor is revested in the reorgani zed debtor when a case is
confirmed under Chapter 11. 11 U S.C 8§ 1141(b). The
bankruptcy estate therefore ceases to exist. Wre the court to
subsequently convert the sane case to a case under Chapter 7,
there is nothing left in the bankruptcy estate for the Chapter
7 trustee to admnister. Accordingly, courts have held that
the trustee in a converted case cannot "reach back" and avoid

transfers that occurred pursuant to a confirmed plan of
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reorgani zati on before the conversion. Sinply put, there is
not hing into which to reach back

In contrast, a subsequent new case, filed after the
reorgani zed debtor has confirnmed a Chapter 11 plan in an
earlier case, creates an entirely new estate. "The estate
created in one bankruptcy case is distinct fromthat created

upon the comrencenent of a subsequent case.” [In re Janesway

Corp., 202 B.R 697, 701 (Bankr. S.D. N. Y. 1996).

It is clear, therefore, that the cases cited by the
def endant s have not hi ng what soever to do with the circunstances
presented here where a second bankruptcy case and an entirely
new bankruptcy estate are involved. |In the second case, the
trustee has all powers given the trustee by the Bankruptcy
Code. The trustee is not denied sonme of those powers because
there may have been an earlier bankruptcy case involving the
sanme debtor. Although it is true that a Chapter 7 trustee in
t he same bankruptcy case in which a Chapter 11 plan was first
confirmed may find no estate to adm nister -- and as a
practical matter may therefore be denied certain powers for
t hat reason'® -- those cases dealing with the conversion
situation are not controlling or persuasive in the subsequent
case situation

The estate in a subsequent case contains all of the
assets that the reorgani zed debtor holds upon the filing of the
petition in that second case. These assets are then

adm ni stered for the purpose of paying clains of that estate in
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accordance with the priorities as set forth in Section 507. 1In
the later case, "the entity's unpaid liabilities under the
first case plan becone general unsecured clainms." Oficial

Commttee of Unsecured Creditors of Wiite Farm Equi prent Co. V.

United States (In re Wite Farm Equi pnent Co.), 943 F.2d 752,

757 (7'" Gir. 1991)(quoting In re Jartran, 76 B.R 123, 125

(N.D. Ill. 1987)).

The clear inport of this is that a claimnt holding a
claimthat arises in the first case enjoys no special ownership
interest in property of the estate of the subsequent case. Al
unsecured clains of the debtor, including unsecured clains
arising fromthe prior confirned case, are included within the
sane class in the subsequent case. 11 U. S.C. 8§ 507, 1122.
This is so even though "the rights and renedies of a creditor
may be substantially altered or inpacted upon in subsequently
filed Chapter 11 proceedings."” Janesway, 202 B.R at 702
(quoting Shepherd GQl, 118 B.R at 747).

Unpaid clains arising froma confirmed plan in a
prior case are to be treated pro rata with others in their
class in a second case, except in specific and unique

ci rcunst ances not present here. '’

Those creditors holding an
unpai d unsecured claimfroma prior confirmed bankruptcy case
have no special property interest in the debtor's estate that
supercedes other claimants in their class.

It follows by extension that, when the debtor nmakes a

paynment on a confirnmed plan prior to the filing of a subsequent
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bankruptcy petition, the debtor does so using property of the
debtor within the nmeani ng of Section 547(b). The transfer is
no different in its essentials than a transfer made pursuant to
a contract or judgnent. The paucity of case law on this issue
itself corroborates this conclusion.

iii. National bankruptcy policy.

Most inportantly, this conclusion advances the
principles that formthe very foundati on of bankruptcy | aw.

The purpose of the preference section is
two-fold. First, by permtting the
trustee to avoid prebankruptcy transfers
that occur within a short period before
bankruptcy, creditors are discouraged
fromracing to the courthouse to

di smrenber the debtor during his slide
into bankruptcy . . . . Second, and nore
i nportant, the preference provisions
facilitate the prime bankruptcy policy of
equality of distribution anong creditors
of the debtor :

Coral Petroleum Inc. v. Banque Paribas-London, 797 F.2d 1351,

1355 (5'" Gir. 1986)(citing H.R Rep. No. 595, 95'" Cong., 1st

Sess. 177-78, reprinted in 1978 U S.C C A N 5787, 6138).
These principles are no less inportant, and nay be
nore so, in a subsequent bankruptcy case than they are in the
first. Having been through the process once already, the
claimant holding a claimthat arises froma confirnmed plan has
a better know edge of the probable consequences that will flow
froma second failure by the debtor. The claimarising from
the first case is undoubtedly already reduced in anount, and

the claimnt has as nuch incentive to maxim ze its own return
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as does a creditor with a new post-confirmation claim Such a
claimant is nore likely to "grab" the debtor's assets in
paynment of its claimbefore the second filing to enhance its
position. Section 547, of course, is specifically designed to
remedy such "grabs" and to ensure that all creditors of the
sane cl asses are paid equally on a pro rata basis.

Al t hough concerned with different issues of |aw,

Shepherd G 1, 118 B.R at 750-752, illustrates clearly the

dynam c that occurs in a subsequent case. |In that case, the
court held that it could not inpose a constructive or express
trust on the property of a subsequent bankruptcy estate for the
benefit of an unpaid creditor of the first bankruptcy estate,
even in the face of apparent fraud.

In Shepherd G|, the debtor confirnmed a plan whereby

the United States Departnment of Energy ("DOE') was to receive a
pro rata distribution fromthe net proceeds of the reorgani zed
debtor along wth other nenbers of the class. Because the plan
contenpl ated that DOE woul d not be paid i medi ately, DCE was
al so to receive a blanket lien on the debtor's assets to secure
payment .

After confirmation and pendi ng the disposition of the
debtor's objection to the DOE claim the debtor segregated in a
certificate of deposit the nonies to pay DCE but did not record
the bl anket lien. The debtor |ater used those nonies to
convert its facility to a corn/ethanol plant w thout DOE s

knowl edge. Although the debtor made partial distributions to
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other creditors in DOE s class, the debtor nade no paynents to
DOE

Several creditors then filed a new i nvoluntary
bankruptcy petition against the debtor based upon its defaults
under the confirnmed plan in the first case. The debtor's
assets were ultimately |iquidated, but the proceeds were
insufficient to pay all clainms in full, including DOE s claim
for its unpaid dividend fromthe first case.

In an attenpt to assert priority over the clains
arising in the second case, DOE sought a declaration that the
order of confirmation in the first case created a constructive
or express trust in DOE' s favor. The court disagreed, stating
that, even if "the fraud perpetrated upon the D.OE created a
constructive trust under sonme theory of law, this Court woul d
be required to direct the turnover of any funds or assets for
the benefit of all creditors in the [second case]." Id. at
748. The court went on to state that using the confirnmed plan
inthe first case to create an express trust "would frustrate
t he fundanmental purposes of the Bankruptcy Code of equality of
distribution to creditors in the sane class and the rel ative
priorities of creditors.” |Id. at 752.

The bankruptcy systemis built upon notions of
fundanmental fairness and equality of distribution within a
particul ar class. The avoi dance provisions contained in the
Code allow the court to reach back before the filing of the

bankruptcy petition to ensure that no one creditor wll be
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advantaged to the detrinent of others in its sane class of
priority. A creditor who receives a paynent pursuant to a
confirmed plan within the applicable preference period wll be
and shoul d be subject to attack if the elements of a preference
can be established. This wll "ensure that the delicate

bal ance of the priority and di scharge schene established by the
Code is not skewed by the unantici pated devel opnment of seri al

Chapter 11 filings." Wite Farm Equi pnent, 943 F.2d at 757.

For all these reasons, the court is persuaded that
paynment of clains pursuant to a confirnmed plan after
confirmati on and out of assets generated by the reorganized
debtor are transfers of the debtor's property wthin the
meani ng of Section 547(b). This conclusion does not |eave a
def endant who has received such a paynent unprotected in the
defendant's reliance of the paynent. The defendant is
vul nerable only within a specific and circunscribed tinme
period, depending on its relation to the debtor. |In any event,
the plaintiff is obligated to establish all of the requisite
el ements of Section 547(b). The defendant al so has the ability
to defend the payment pursuant to Section 547(c).*®

c. Was the transfer to or for the benefit
of a creditor?

First Union originally held the clainms in question.
It transferred its clains to M&D in the manner then required by
t he Federal Rules of Bankruptcy Procedure. MD then becane the

hol der of those clainms. Section 101(10) of the Bankruptcy Code
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defines "creditor," anong other things, as an "entity that has
a claimagainst the debtor that arose at the tine of or before
the order for relief concerning the debtor.”™ Section 101(5)
defines "claim" anmong other things, as a "right to paynent."
M&D s right to paynent, acquired from First Union, arose before
the order for relief in the second bankruptcy case. MD is
therefore a creditor of the debtor for purposes of this claim
The fact that M&D acquired the unsecured clainms fromFirst

Uni on instead of having the debtor incur the indebtedness
directly does not alter this concl usion.

In addition, the debtor nade and delivered to M&D a
prom ssory note in the amount of the unpaid portion of the
claims that M&D acquired fromFirst Union. MD therefore had a
right to paynent directly fromthe debtor under that note.

In either case, it is plain that the paynent in
question was to and for the benefit of M&D, a creditor, within
t he neani ng of Section 547(b)(1).

d. Was the transfer for or on account of
an ant ecedent debt?

The debtor incurred the underlying indebtedness owed
originally to First Union well before the filing of Toy King
1. The debtor executed its note in favor of M&D for the
unpaid portion of the First Union unsecured clains on Septenber
11, 1989. Accordingly, the transfer nmade on Decenber 29, 1989,
in full satisfaction of that note was for or on account of an

ant ecedent debt within the nmeaning of Section 547(b)(2).
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e. Was the debtor insolvent at the tinme of
the transfer?

For the reasons stated in Section V.C 2.e. above, the
court reaches the same conclusion with respect to this el enent
as to paynents made to TKA during the 90-day period i medi ately
before the filing of this case. Accordingly, the debtor was
insolvent at the tinme of the debtor's paynment to M&D within the
meani ng of Section 547(b)(3).

f. Did the transfer occur on or within 90
days of the filing of the petition?

The debtor nade its paynent to M&D on Decenber 29,
1989. Because this date was after Novenber 14, 1989, the first
day of the 90-day preference period, the paynent was made
wi thin the 90-day preference period as set forth in Section
547(b) (4) (A

g. Did M&D receive nore than it woul d have
received in a Chapter 7 liquidation?

The First Union clains were unsecured clainms in Toy
King I. The debtor executed an unsecured prom ssory note on
behal f of M&D for the portion of the First Union clains that
was not paid within 90 days of the confirmation of Toy King |
As stated in Section V.C. 2.g.ii. above, unsecured creditors in
Toy King Il were not likely to receive a 100 percent
distribution on their clains and did not in fact receive any
distribution on their clainms. Accordingly, MD, when it was

paid in full onits note, received nore than it would have
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received in a Chapter 7 liquidation had the paynent not been
made, all as required by Section 547(b)(5).

h. Summary for transfer to M& during the
90- day preference peri od.

Based upon the foregoing, the plaintiff has proven by
a preponderance of the evidence that the paynent by the debtor
to M&D of principal and interest on the M&D note, in
satisfaction of what initially began as the First Union
unsecured clainms, during the 90-day period i medi ately before
the filing of this case satisfies each and all of the
preference elenents set forth in Section 547(b) of the
Bankr upt cy Code.

The defendants' affirnmative defense to this
preference claimpursuant to Section 547(c) of the Bankruptcy
Code wi Il be considered |later after the determ nation of all of
the preference clains.

5. Recording of UCC-1 financing statenments by

Li berty during the 90 days i medi ately before
the filing of Toy King I

a. | nt roducti on.

Li berty filed UCC-1 financing statenents in Al abanma,
Florida, South Carolina, Virginia, and Wsconsin in June 1989.
By these filings, Liberty perfected its security interest in
the debtor's inventory in those states effective on the dates
of the filings. None of these UCC-1 financing statenents,

however, contained "proceeds” in the collateral description.
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Li berty re-filed its UCC-1 financing statenents in the sane
states in January 1990. For the first tinme, these re-filed
financing statenents specifically included "proceeds" in the
col |l ateral description.

Li berty also filed UCC-1 financing statenents in
Maryl and and Pennsylvania in January 1990. Liberty filed these
UCC-1 financing statenents nore than 30 days after the debtor
opened its new stores in Pennsylvania and Maryl and.

The unsecured creditors commttee seeks to set aside
the perfection of the security interests acconplished as a
consequence of these January 1990 fili ngs.

The plaintiff, of course, has the burden to
denonstrate that transfers, including the perfection of

security interests, are preferences. Mllon Bank, N A v.

Metro Comruni cations, Inc. (In re Metro Conmuni cations, Inc.),

945 F. 2d 635, 642 (3d Cr. 1991). As previously discussed,
Section 547(b) sets forth the elenents of a preference that the
plaintiff is required to establish by a preponderance of the
evi dence.

The parties agree that questions about Liberty's
perfection of its security interests are governed by Section
9-103 of the Uniform Comrercial Code, as adopted by each state
in which Toy King stores were |ocated. Each of the states
involved in this issue has adopted the Uniform Comercial Code,

i ncluding the 1972 anmendnments to Article 9 of the Code.
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b. Does the re-filing of UCC-1 financing
statenents that specify proceeds for
the first tine constitute transfers?

Li berty re-filed UCC-1 financing statenents in
Al abama, Florida, South Carolina, Virginia, and Wsconsin in
January 1990. These UCC-1 financing statenments specifically
i ncl uded "proceeds" in the description of collateral.
"Proceeds" were not included in the UCC-1 statenents that
Li berty filed in these sanme states in June 1989. A transfer of
the debtor's property occurred if the re-filing of the UCC 1
financing statenents afforded Liberty greater rights with
respect to the debtor's property that secured TKA' s debt to
Li berty than Liberty had before the re-filing occurred.

Provi dent Hospital & Training Association v. GQVAC Mrtgage Co.

of Pennsylvania (In re Provident Hospital & Training

Associ ation), 79 B.R 374, 378-79 (N.D. IIl. 1987)["For

preference purposes, a transfer is deened to occur at the tine
of re-perfection of a security interest where perfection has
previously | apsed."].

Section 9-306 of the Uniform Commercial Code, as
amended in 1972, provides that:

(1) "Proceeds" includes whatever is
recei ved upon the sal e, exchange,
col l ection or other disposition of
col l ateral or proceeds .

(2) Except where this Article
ot herw se provides, a security interest
continues in collateral notw thstanding
sal e, exchange or other disposition
t hereof unless the disposition was
aut hori zed by the secured party in the
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security agreenent or otherw se, and al so
continues in any identifiable proceeds

i ncludi ng coll ections received by the
debt or.

(Enphasi s added).

Pursuant to these provisions of the UCC, a secured
party automatically has a security interest in the "proceeds”
of its collateral unless the parties agree otherwi se. Thus, a
UCC-1 financing statenent that describes the collateral also
covers the "proceeds" of that collateral even if "proceeds" are
not included in the description of the collateral. To exclude
the "proceeds" of the collateral, the UCC-1 financing statenent
woul d have to so state affirmatively.

The rule that existed prior to the 1972 anendnents
seened to nmandate an opposite conclusion. It provided that,
unl ess financing statenents specifically described "proceeds,"”
secured creditors' rights in "proceeds" becane unperfected
after ten days fromreceipt by the debtor. The "Oficial
Reasons for the 1972 Change" explains the apparent shift in
approach as foll ows:

This anbiguity has been clarified in

favor of an automatic right to proceeds,

on the theory that this is the intent of

the parties, unless otherw se agreed.

Further there has been elimnated the

requi rement of claimng proceeds in a

financing statenent, which has resulted

in a checking of a box on each financing
statenent in order to claimproceeds.
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Instead, the filed claimto the original
collateral is treated as constituting
automatically the filing as to the
proceeds .

(Enphasi s added).
Uni form Laws Annotated, Master Edition, Vol. 3, Section 9-306.

After the 1972 anendnents, parties to a security
agreenent are therefore required to take affirnmative action to
excl ude "proceeds" fromthe collateral that secures the
underlying obligation. 1In the absence of such action,
"proceeds" are automatically included within the pl edged
col | at er al

The original UCC-1 financing statenments filed by
Liberty in June 1989, did not exclude "proceeds." Accordingly,
Li berty had a perfected security interest in "proceeds"”
generated fromthe sale of the debtor's inventory at all tines
after these initial UCC-1 filings notw thstanding the failure
of the original financing statenments to include "proceeds"
affirmatively in the description of the collateral. The
January 1990, re-filings in Al abama, Florida, South Carolina,
Virginia, and Wsconsin, therefore, gave Liberty no new or
greater rights in the collateral than those that Liberty
al ready had.

As a consequence, the plaintiff has failed to
establish the elenent of transfer as required by Section 547(b)
as to these re-filings. Because the plaintiff nust establish

all of the required elenents of a preference, the failure to
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establish any one el enent defeats the plaintiff's claim It is
t herefore unnecessary for the court to consider any of the
ot her preference elenments as to the January 1990 UCC-1
financing statenent re-filings in Al abama, Florida, South
Carolina, Virginia and W sconsin.
c. Does the filing of UCC-1 financing
statenments nore than 30 days after

i nventory has been noved constitute
transfers?

The debt or opened new stores in Pennsyl vania and
Maryl and in m d-Cctober 1989. The debtor transported inventory
fromits Florida warehouse to stock the new stores one week
prior to the opening of each new location.* Liberty filed
UCC-1 financing statenents in Pennsylvania and Maryland in
January 1990, to perfect its security interest in the debtor's

inventory and proceeds in those states.'®

Li berty filed these
UCC-1 financing statenents nore than 30 days, but |ess than
four nonths, after the date the debtor first shipped inventory
to those states.

As the court described earlier in Section IV.E 5.
above, Liberty perfected its security interest in the debtor's
inventory located in Florida, and its proceeds, by filing a
UCC-1 financing statenent in Florida in June 1989. The issue
the plaintiff presents, therefore, is whether Liberty retained
its security interest in the inventory shipped to Pennsylvania

and Maryl and upon its renoval fromFlorida and, if so, for how

long? |If Liberty's security interest in the inventory shi pped
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to Pennsyl vania and Maryl and becane unperfected at any point

after it left Florida, Liberty would not be able to enforce its

security interest in all of that inventory. |In that event,

t he

filing of a UCC-1 financing statenment to re-perfect a security

interest in inventory and proceeds woul d operate to expand

Li berty's rights and would constitute a transfer of an interest

of the debtor's property. Provident Hospital & Training

Associ ati on,

Section 9-103(1)(d) of the Uniform Conmerci al

states that:

79 B.R at 379.

When col lateral is brought into and
kept in this state while subject to a
security interest perfected under the
| aw of the jurisdiction from which
the collateral was renoved, the
security interest remains perfected,
but if action is required by Part 3
of this Article to perfect the
security interest,

(1) if the action is not taken
before the expiration of the
period of perfection in the
other jurisdiction or the end
of four nonths after the
collateral is brought into this
state, whichever period first
expires, the security interest
becones unperfected at the end
of that period and is
thereafter deened to have been
unperfected as agai nst a person
who becane a purchaser after
renmoval ;

(i) if the action is taken before
the expiration of the period
specified in subparagraph (i),
the security interest continues
perfected thereafter;
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Pursuant to this section, to continue its perfection
inall of the debtor's inventory, Liberty was required to file
UCC-1 financing statenents in Pennsylvania and Maryl and no
| ater than four nonths after the date the inventory was first

shi pped into each state.

In the case of Pennsyl vania, that
deadl i ne was February 8, 1990. |In the case of Mryland, that
deadl i ne was February 11, 1990. Liberty in fact filed UCC 1
financing statenments in those states in early January 1990,
wel | before the expiration of the four nonths period.
Li berty's security interest in the debtor's Pennsylvania and
Maryl and i nventory and proceeds, therefore, was continuously
perfected at all tines.
The plaintiff's argunent to the contrary based upon

Section 9-103(1)(c) of the Uniform Conmercial Code is
unper suasi ve because that provision is inapplicable to these
facts. It deals only with the obligations of a creditor with a
purchase noney security interest. It provides that:

If the parties to a transaction

creating a purchase noney security

interest in goods in one jurisdiction

understand at the tine that the

security interest attaches that the

goods wi ||l be kept in another

jurisdiction, then the | aw of the

ot her jurisdiction governs the

perfection and the effect of

perfection or non-perfection of the

security interest fromthe time it

attaches until thirty days after the
debt or recei ves possession of the
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goods and thereafter if the goods are
taken to the other jurisdiction
before the end of the thirty-day

peri od.

(Enphasi s added).

Contrary to the plaintiff's argunents, Liberty did
not have a purchase noney security interest in the collateral
at issue -- the debtor's inventory -- that secured the Liberty
and the Nintendo |l oans. Section 9-107 of the Uniform
Comrerci al Code defines a purchase noney security interest as
fol |l ows:

A security interest is a "purchase
nmoney interest” to the extent that it is

(a) taken or retained by the seller
of the collateral to secure al
or part of its price; or

(b) taken by a person who by maki ng
advances or incurring an
obl i gation gives value to enable
the debtor to acquire rights in
or the use of collateral if such
value is in fact so used.

(Enphasi s added).

Li berty did not sell inventory. It was nerely a bank
in the business of |oaning noney. Liberty |oaned noney to TKA.
It therefore is TKA -- and not Toy King -- that is "the debtor"
inplicated in Section 9-107(b). Except for the $1 million
letter of credit required to be used to pay Toy King |
di vi dends, TKA had an unfettered right to use the noney it
received fromthe Liberty and N ntendo | oans. TKA used the

| oan proceeds, except for the $1 million letter of credit, to
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make |l oans to Toy King for its general corporate purposes,
i ncludi ng the purchase of N ntendo inventory. TKA, as "the
debtor” on the Liberty obligations, did not use the | oan
proceeds to "acquire rights in or the use of collateral.” In
any event, Liberty did not hold a purchase noney security
interest in Toy King's inventory. Section 9-103(1)(c),
therefore, is inapplicable to these facts.

Because Liberty retained a continuously perfected
security interest in the debtor's inventory located in
Pennsyl vani a and Maryl and, the plaintiff has failed to
establish that a transfer of the debtor's property occurred
with respect to the filing of UCC-1 statenents in Pennsylvani a
and Maryland in January 1990. The plaintiff's failure to
establish this required el enent defeats its preference claimas
to these filings.

d. Summary for recording of UCC-1 financing

statenents by Liberty during the 90-day
pr ef erence peri od.

As the foregoing describes, the plaintiff has failed
to prove by a preponderance of the evidence that a transfer of
the debtor's property occurred as a result of the filing or re-
filing of UCC-1 financing statenents in January 1990. Because
the plaintiff cannot establish one of the essential elenents as
set forth in Section 547(b), the court finds that no preference
has occurred, and the court need not consider the other

el ements of that section.
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6. Execution of anended security agreenent by
the debtor to Liberty between 90 days before
t he commencenent of Toy King Il and the date
of confirmation of Toy King |

a. | nt roducti on.

To secure the Liberty | oan, the debtor executed a
security agreenent on June 9, 1989, that granted Liberty a
security interest inits inventory and proceeds. That security
agreenent al so contained a future indebtedness or future
advances cl ause, commonly referred to as a "dragnet cl ause,”
that granted a security interest to secure "any and al
obl i gations" of TKA to Liberty.

TKA entered into a subsequent agreenent with Liberty
to borrow $700, 000, referred to as the Nintendo | oan. Before
Li berty approved the | oan, TKA executed a note on Septenber 12,
1989, that included a grant of a security interest in "[a]ll
collateral cited in Prom ssory Note and revolving credit and
security agreenent dated June 9, 1989." Liberty approved the
| oan on Septenber 27, 1989. Liberty disbursed the proceeds to
TKA between Septenber 13, 1989, and Cctober 17, 1989. On
Cct ober 24, 1989, well after all of the | oan proceeds had been
di sbursed by Liberty, the debtor executed an anended security
agreenent that specifically incorporated the Ni ntendo | oan.

The unsecured creditors commttee seeks to avoid the
security interest created by the execution of the Cctober 24,

1989, security agreenent by the debtor.
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b. Ws Liberty an insider of the debtor?

The debtor executed the amended security agreenent in
connection with the Nintendo | oan on Cctober 24, 1989. This is
the date the debtor allegedly transferred to Liberty an
interest in its property, that is, a security interest in the
coll ateral described in the security agreenent. Because this
date is not within the 90-day presuned preference period, the
plaintiff nmust denonstrate that Liberty is an insider of the
debtor in order to use the reach back period provided by
Section 547(b)(4)(B).

In circunstances where the debtor is a corporation,
Section 101(31)(B) of the Bankruptcy Code defines "insider" as
i ncl udi ng a:

(i) director of the debtor;
(1i) officer of the debtor;

(ti1) person in control of the
debt or;

(itv) partnership in which the debtor
is a general partner;

(v) general partner of the debtor; or
(vi) relative of a general partner,
director, officer, or person in control of
t he debt or;
Plainly, Liberty does not fit within any of these
categories. The definition, however, uses the word "incl udes"

and thus is not limting in scope. See 11 U S. C. § 102(3).
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Consequently, the six categories of corporate insider set forth
at Section 101(31)(B) are not exhaustive.

To determine if Liberty is an insider of the debtor,
the court nmust look to the relationship between the debtor and
Li berty. As the legislative history tells us, "an insider is
one who has a sufficiently close relationship with the debtor
that his conduct is nmade subject to closer scrutiny than those

dealing at arns length with the debtor." Torcise v. Cunigan

(Inre Torcise), 146 B.R 303, 305 (S.D. Fla. 1992)(quoting

H.R. Rep. No. 595, 95'" Cong., 1% Sess. 312 (1977): S. Rep. No.

989, 95'" Cong., 2d Sess. 25 (1978), reprinted in 1978
US CCAN 1987, 5787). See, e.qg., Browning Interests v.

Allison (In re Holloway), 955 F.2d 1008, 1011 (5'" Cir. 1992);

Commttee of Unsecured Creditors for Pittsburgh Cut Fl ower Co.

v. Hoopes (In re Pittsburgh Cut Flower Co.), 124 B.R 451, 459-

60 (Bankr. WD. Pa. 1991); Gant v. Podes (In re O Connell),

119 B.R 311, 316 (Bankr. M D. Fla. 1990).

In Germain v. RFE Investnent Partners IV, L.P. (Inre

Wescorp, Inc.), 148 B.R 161, 164 (Bankr. D. Conn. 1992), the

court found that a bank was not an insider even where the bank
had approval rights over conpensation of the principals and, in
the event of default, the ability to exercise stock warrants of
the debtor and to elect jointly a mgjority of the board of
directors. The court concluded that the bank and the debtor
negotiated the terns of the | oan agreenent at arns-|ength,

i ncludi ng those of potential control of the debtor. Because
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t he bank never sought to inplenent the control provisions, even
in the face of default, the court found no insider

relationship. 1d. See also, Lynn v. Continental Bank, N. A

(In re Murchison), 154 B.R 909, 913 (Bankr. N.D. Tex.

1993) [ bank was not an insider even though it was debtor's
primary | ender and able to put substantial financial pressure
on debtor where debtor nade its own deci sions w thout

interference by the bank]; Huizar v. Bank of Robstown (In re

Hui zar), 71 B.R 826, 831 (Bankr. WD. Tex. 1987)["[A] bank's
financi al power over the debtor does not by itself render the

bank [an] 'insider' for purposes of 8 547."]; Schick Gl & Gas,

Inc. v. Federal Deposit Insurance Corp. (In re Schick Ol &

Gas, Inc.), 35 B.R 282, 285-86 (Bankr. WD. Ckla. 1983)[to

show control, a plaintiff nust denonstrate sone neans of
restraint or authority greater than the financial power over
the debtor that is a normal incident of the debtor-creditor
rel ati onship].

In this case, Liberty did not exercise any manageri al
control over the debtor, and it did not require that the debtor
"obtain its advice or consent before exercising nmanageri al

decisions.” Cavalier Homes of Georgia, 102 B.R at 883. The

debtor "was not required to obtain prior approval [from

Li berty] for decisions made in the ordinary course of
business.” 1d. The evidence adduced at trial denonstrates
that at all times Liberty maintained nothing nore than an

"arms-length creditor debtor relationship" with Toy King.
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On these facts, the court concludes that Liberty is
not an "insider" of the debtor for purposes of the insider
"reach back" period of Section 547(b)(4)(B) of the Bankruptcy
Code. Because Liberty is not an insider and because the
transfer occurred nore than 90 days before the filing of the
petition in this case, the plaintiff has failed to establish
this elenent required by Section 547(b)(4).

c. Summmary for the execution of the

amended security agreenent during
t he insider preference period.

As the foregoing describes, the plaintiff has failed
to prove by a preponderance of the evidence that Liberty is an
i nsi der subject to the extended preference period. Because the
plaintiff cannot establish one of the essential elenents as set
forth in Section 547(b), the plaintiff cannot prevail on this
claim The court need not, therefore, consider the other
el ements of that section.

7. Odinary course of business affirmative
defenses to preference cl ai ns.

a. | nt roducti on.

As the court determned in Sections V.C 2. and V.C. 3.
above, the debtor made preferential paynents to TKA on the
Li berty loan, the Nintendo | oan, and the C&S line of credit.
These paynents conprised both interest and principal.
Simlarly, the court determ ned that the debtor nade

preferential paynents to TKA for guaranty fees on the C&S |ine
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of credit. The court also determned in Section V.C 4. above
that the debtor nmade a preferential paynment to M&D

Both TKA and M&D have asserted Section 547(c)(2) of
t he Bankruptcy Code as a defense to these preferential paynents
made by the debtor. This "ordinary course of business”
exception protects preferential paynents received by a creditor
if three conditions exist. Those conditions are sunmarized as
fol |l ows:

(A) The debt in controversy was

incurred in the ordinary course of both
the debtor's and creditor's business;

(B) The controverted paynent was
made in the ordinary course of business of
both the debtor and the creditor; and

(© The paynent was nmade in
accordance wth ordinary business terns.

11 U.S.C. 8 547(c)(2). See generally, 4 Collier on Bankruptcy

§ 51.10 at 547-51 (15'" ed. 1990).

"The purpose of this exception is to | eave
undi sturbed normal financial relations, because it does not
detract fromthe general bankruptcy section to discourage
unusual action by either the debtor or his creditors during the

debtor's slide into bankruptcy." H R Rep. No. 595, 95'

Cong., 1° Sess. 373-74 (1977). The section was "designed to
encourage creditors to continue to deal with troubled debtors
on normal business terns by obviating any worry that a
subsequent bankruptcy filing mght require the creditor to

di sgorge as a preference an earlier received paynent."
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Barnhill v. Johnson, 503 U. S. 393, 402 (1992). Stated another

way, "[t]he purpose of the ordinary course exception is to
ensure that normal commercial transactions are not caught in

the net of the trustee's avoi dance powers." Courtney V.

Cctopi, Inc. (Inre Colonial Discount Corp.), 807 F.2d 594, 600

(7" Cir. 1986), cert. denied, 481 U S. 1029 (1987).

The ordinary course exception is "directed primarily

to ordinary trade credit transactions.” Marathon Gl Co. V.

Flatau (In re Craig Ol Co.), 785 F.2d 1563, 1567 (11'" Gir.

1986). Courts and commentators agree that the exception
protects "recurring, customary credit transactions that are
incurred and paid in the ordinary course of business of the

debtor and the debtor's transferee.” 4 Collier on Bankruptcy 1|

547.10 at 547-52 (15'" ed. 1990). The ambit of a recurring,

customary credit transaction is fairly broad. In Union Bank v.

Wl as, 502 U. S 151, 162 (1991), for exanple, the Court held
that the "ordinary course" exception is avail able for paynents
on both long and short-termfinancial obligations. See also,

Ri eser v. Randol ph County Bank (In re Masters), 137 B.R 254,

261 (Bankr. S.D. Chio 1992); Warren v. Society Corp. (Inre

Perks), 134 B.R 627, 631-32 (Bankr. S.D. Chio 1991). The
court in Gosch v. Burns (In re Finn), 909 F.2d 903, 908 (6'"

Cr. 1990), held that even an isolated, single credit
transaction can qualify as a debt incurred in the ordinary

course for purposes of this exception.
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"[A] creditor asserting that a transfer falls within
8 547(c)(2) bears the burden of proving each of the three
elements. 11 U S.C. 8§ 547(g)." Mller v. Florida Mning &

Materials (Inre AW & Associates, Inc.), 136 F.3d 1439, 1441

(11'" Gir. 1998). Each el enent nust be established by a

preponderance of the evidence. Logan v. Basic Distribution

Corp. (Inre Fred Hawes Organi zation, Inc.), 957 F.2d 239, 244

(6'" Gir. 1992); Perks, 134 B.R at 630.

"Because of the inportant policies served by
preference | aw, courts have repeatedly held that the exceptions
contained in Code 8 547(c), including the ordinary course
exception, 'should be narrowy construed.'" Hassett V.

&oetzmann (In re S Corp.), 195 B.R 251, 257 (Bankr. S.D

N.Y. 1996)[citations omtted]. Utimtely, the
"[d]eterm nation [of ordinary course of business] is peculiarly

factual". Pittsburgh Cut Flower, 124 B.R at 460. The court

must therefore consider the transfers to TKA and M&D as t hey
relate to each el enent of the ordinary course defense.
b. Were the debts incurred in the ordinary

course of both the debtor's and the
creditor's businesses?

i Debts to TKA.

(1) Introduction.

To satisfy this Section 547(c)(2)(A) elenent, the
def endant nust denonstrate that the "original transaction
creating the debt" is within the ordinary course of dealing

between the parties. Gove Peacock Plaza, 142 B.R at 518.

165



The focus is on the "nature of the original transaction
creating the debt." 1d. "[Clourts generally are interested in
whet her or not the debt was incurred in a typical, arms-length
commercial transaction that occurred in the marketplace, or
whether it was incurred as an insider arrangenent with a

closely-held entity.” Huffrman v. New Jersey Steel Corp. (Inre

Valley Steel Corp.), 182 B.R 728, 735 (Bankr. WD. Va.

1997)[citations omtted]. The purpose of the inquiry is to
ensure that "neither the debtor nor the creditor do anything
abnormal to gain an advantage over other creditors.” 1d.

In this case, the relationship between the debtor and
TKA was not an arns-length rel ati onship because there was an
identity of interests between the two entities. TKA was forned
shortly before the filing of Toy King I specifically for the
pur pose of acquiring the stock of the debtor. Mrrow and Angl e
were each 20 percent sharehol ders of TKA. Mrrow and Angl e
were also officers and directors of the debtor. They nade al
of the financial decisions for both TKA and the debtor.
Accordingly, the tension that commonly exists between debtor
and creditor is absent in this case. None of the transactions
bet ween TKA and the debtor here at issue would therefore appear
to fall readily into the category of a typical, arns-length
commercial transaction. A closer exam nation of the
rel ati onshi p between TKA and the debtor and the transactions

that occurred is therefore necessary.
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TKA | oaned noney to the debtor throughout the
pendency of the Toy King | bankruptcy. The terns and
conditions of that |lending and the parties' course of dealing
in paynment of that lending are not in evidence. |In any event,
the rel ati onship between TKA and the debtor while it was in the
m dst of reorgani zati on was shaped by the requirenents and
limtations of the bankruptcy process. Accordingly, the court
will look to the post-confirmation course of dealing between
TKA and the debtor to determ ne the "ordinariness" of the
transacti ons.

After Toy King | was confirmed, TKA | oaned noney to
the debtor in a series of loans for its use in paying plan
di vidends and/or for its operations. TKA acquired the funds to
make these | oans through its borrowi ngs fromLiberty and C&S.
To appreciate the | ending dynam c that occurred between TKA and
the debtor that resulted fromthe shared nanagenent and contro
of those two conpanies, it is necessary to al so exam ne the
underlying transactions as they occurred between TKA and the
banks.

(2) The Liberty |oan.

The Liberty | oan was negoti ated between TKA and
Liberty in furtherance of the confirmation of Toy King I
Li berty approved the loan with specific guaranties. Liberty
and TKA then executed a commtnent letter that detailed the
terms and conditions of the | oan and i ncorporated those terns

and conditions into the confirnmed plan. The conmtnent |etter
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contenplated that $1 million of the |oan woul d be nade
avai lable directly to the debtor through a letter of credit for
t he sol e purpose of paying plan dividends to unsecured
creditors. The commtnent letter further contenpl ated that
$500, 000 woul d be available to TKA under a line of credit for
the sol e purpose of naking a capital contribution in the debtor
for its operating costs. The comnmtnent |etter also had a net
worth covenant that required $2 million in equity to be in the
debtor after its reorgani zation and before closing the Liberty
| oan. Touche Ross was to corroborate this equity in an opinion
letter.

The court concluded in Section |IV.E 5. above that
Li berty closed the loan on terns and conditions that were not
approved by the senior |oan commttee and/or were not in
accordance wth the confirnmed plan. Liberty closed the |oan
with limted guaranties that were reduced in anount fromthe
guaranties that had been previously approved. Liberty also
cl osed the | oan and began to advance the proceeds w thout
obt ai ni ng corroboration from Touche Ross that the debtor had a
net worth of $2 million.

Li berty made the proceeds of the | oan available to
TKA and the debtor in the manner contenpl ated by the conmm t nent
letter. Liberty made $1 million available directly to the
debtor in the formof a letter of credit for the limted
pur pose of paying dividends pursuant to the confirnmed plan in

Toy King |I. Liberty also made a $500, 000 line of credit

168



avai |l abl e to TKA but made an i medi ate debit in the anount of
$301,822.93 on that line to pay the C&S i ndebt edness owed by
TKA. Liberty also made an i medi ate debit in the amount of
$18, 707.22 to pay the bank's |oan fees and costs. These

noni es, totaling $320,530.15, were paid out by Liberty at
closing and thus were never available to TKA for its use in
maki ng a capital contribution or loan to the debtor.

Al t hough TKA did not disburse any of the $320, 530. 15
in paynent of the debtor's obligations, it neverthel ess
considered that the nonies were used for the debtor's benefit
and booked the transaction as an obligation of the debtor. TKA
did this by substituting the Liberty loan for the C&S | oan as
t he underlying obligation on the notes the debtor gave TKA
prior to and just after the Toy King | confirmation. These
notes required interest to be paid nonthly at a rate that
exceeded the interest rate on the Liberty | oan by one percent.

TKA drew down the remai nder of the $500,000 |ine of
credit during the nonths i medi ately foll ow ng confirmation and
made the nonies available to the debtor. 1In nost cases, the
debt or executed a demand prom ssory note in favor of TKA for
those draws. 1In every case, the demand notes required interest
to be paid nonthly at a rate that exceeded the interest rate on
the Liberty | oan by one percent.

The debtor ultimtely executed notes in an aggregate
amount of $421,885.'%* The debtor did not execute notes for the

remai ni ng $78, 115. TKA, however, treated the entirety of the
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$500, 000 line of credit as loans to the debtor, regardl ess of
whet her the parties executed prom ssory notes in support of
those loans. On its bal ance sheets, the debtor booked sone or
all of the disbursenments fromthe $500,000 line of credit as
liabilities.'?

TKA did not nmake any of the $500,000 |line of credit
available to the debtor as a capital contribution as required
by the commtnent letter. |Instead, TKA denoninated the $1
mllion letter of credit as a capital contribution in the
debtor. The debtor showed this on its internal balance sheets
under assets as a stock subscription receivable and under
sharehol der's equity as preferred stock. As the debtor drew
down the letter of credit, the debtor nade adjustnents to its
i nternal bal ance sheet by debiting the anount of the paynent
fromthe stock subscription receivable and fromthe prepetition
l[tabilities. The court concluded in Section IV.F. 2. above that
t he debtor's booking on its bal ance sheets of the $1 million as
a capital contribution was inaccurate and contrary to general
accounting principles.

The debtor exhausted the letter of credit by October
3, 1989. In Novenber 1989, the debtor nodified the way it
recorded the $1 million on its bal ance sheet. 1In its Novenber
28, 1989, bal ance sheet the debtor posted the $1 nmllion as a
liability rather than as preferred stock. '

Not wi t hst andi ng the way in which the $1 nmillion was

initially recorded on the debtor's bal ance sheets, TKA at al
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times treated the transaction as a loan to the debtor. TKA
billed the debtor nonthly for interest charges that were
cal cul ated on the basis of the total amount paid out as of that
date on the letter of credit. TKA charged interest at a rate
that was at | east one percent nore than the interest that
Li berty charged to TKA on the letter of credit. TKA and the
debtor did not execute any docunents to nenorialize these
| oans.

Thus, TKA nmade the proceeds of the Liberty |oan
avai lable to the debtor in a manner that was inconsistent with
the requirenents of the confirmed plan, the Touche Ross pro
forma, and the way in which it was booked on the debtor's
bal ance sheets. The defendants offered no credi bl e explanation
for the divergent treatnent of the Liberty | oan by the debtor
and TKA. The divergence is especially notable given the
identity of interests between the parties.

In addition, TKA | oaned a substantial portion of the
Li berty | oan proceeds to the debtor w thout any supporting

docunent ati on of the | oan. In Lee's Place v. Hawbaker, 1992

WL. 164443 (C.D. IIl. 1992), the court found that |oans nmade
by an insider to the debtor w thout any witten docunentation
were not incurred in the ordinary course.

I n those cases where docunentation was executed, TKA
| oaned the noney to the debtor through demand notes that
allowed TKA to direct repaynment at will. TKA also charged

interest at a rate that exceeded the interest they were paying
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on the underlying transaction. In short, the |oans represented
by the Liberty | oan proceeds were insider arrangenents
specifically designed to benefit TKA and its principals.

For all of the above reasons, the court is unable to
conclude that the debts represented by the Liberty | oan were
incurred by the debtor in the ordinary course of its dealings
with TKA.

(3) The C&S line of credit.

TKA negotiated a line of credit with C&S during the
pendency of Toy King I. The line of credit was capped at
$400, 000 and was unconditionally guarantied by Mrrow, Angle,
and Wodward. TKA borrowed noney on the line of credit in the
amount of approximately $300, 000 during the course of Toy King
| and i mMmedi ately thereafter. TKA repaid the principal in June
1989 as a condition of the Liberty |oan. Al though that paynent
went directly to C&S fromthe Liberty $500,000 line of credit,
TKA and the debtor executed notes that menorialized the
debtor's obligation to repay those nonies to TKA. Even where
no notes were executed, TKA and the debtor treated the
transaction as a | oan to the debtor.'®

The debtor had insufficient cash reserves to sustain
its operations after confirmation of Toy King I, largely as a
consequence of TKA's repaynent of the C&S line of credit from
the Liberty | oan proceeds. After that repaynent, TKA had | ess
t han $200, 000 on the Liberty line of credit to make avail able

to the debtor for its use in its operations. Accordingly, TKA
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sought additional credit for the benefit of the debtor within
weeks of its first draw on the Liberty line of credit.

Initially, TKA approached Liberty, but Liberty
declined to extend further credit at that tinme. Liberty waived
its prohibition against additional borrow ng, however, and
consented to TKA's further borrowing on the C&S line of credit.
TKA t hereupon drew upon the C&S line of credit and nmade the
funds available to the debtor. TKA and the debtor executed
demand notes wth specific interest and paynent terns for al
of the draws on the C&S line of credit. These notes contained
terms that were consistent with all of the Liberty |oan notes
previ ously executed and al so with each other.

At the tinme TKA incurred its obligation to C&S and
the debtor in turn incurred its obligation to TKA on the C&S
proceeds, the debtor was not operating normally. The debtor
was unable to obtain the level of trade credit fromtoy
manuf acturers that had been projected. Consequently, the
debtor was forced to purchase a significant percentage of its
inventory fromtoy distributors, rather than from
manuf acturers, at higher prices. The debtor delayed new store
openi ngs. There were scant cash reserves in the debtor's
operating account for day-to-day expenses. In short, the
i nevitable slide into bankruptcy had begun.

For these reasons, the court concludes that the TKA
obligation represented by the C& |line of credit was not part

of a normal financial relation between TKA and t he debtor. |t
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was an "unusual action undertaken during the '"slide into
bankruptcy'" and therefore not incurred in the ordinary course

of dealing between the debtor and TKA. Gove Peacock Pl aza,

142 B.R at 518.
(4) The N ntendo | oan.

By August, when TKA approached Liberty for additional
funds, the debtor had reached a crisis point. As described in
Section IV.G 5. above, the debtor had little |ikelihood of
being able to sustain its operations up to and through the
Chri stmas season w thout an influx of cash.

The situation was so acute that TKA attenpted to
overdraw its Liberty line of credit in an effort to make funds
avai lable to the debtor. Liberty recognized the urgency of the
ci rcunst ances and made the funds available to TKA fromthe
$1 mllion portion of the Liberty |oan, even though those
nmoni es were dedicated to a specific purpose and were not to be
used for general funds.

As described in sonme detail in Section IV.G 5. above,
the transaction between Liberty and TKA was itself out of the
ordinary. Liberty's senior |loan commttee approved the
Ni ntendo |l oan with additional terns and collateral intended to
mnimze Liberty's risk. Liberty sought nore expansive

guaranties as well as additional collateral. 1In Production

Steel Inc. v. Sumtonp Corp. of Anerica (In re Production

Steel, Inc.), 54 B.R 417, 423 (Bankr. M D. Tenn. 1985), the

court found a creditor's new requirenment of a substantial down
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paynment and letter of credit fromthe debtor as a condition of
shi pment not in the ordinary course. Liberty did not actually
recei ve any of the enhancenents it negotiated with TKA because
the | oan proceeds were di sbursed before the supporting
docunentation for the | oan was executed. The court concl uded
in Section IV.G 5. above that Liberty was inprudent in the
manner in which it nmade the N ntendo | oan.

O course, the transaction represented by the
Ni nt endo | oan that occurred between Liberty and TKA is not the
transaction at issue here. At issue here is the series of
| oans that TKA nmade to the debtor using the proceeds of the
Ni nt endo | oan. Because the manner in which Liberty and TKA
executed the N ntendo | oan was fuel ed by the exigencies of the
debtor, however, the facts of that |oan transaction denonstrate
the rapidly worsening circunstances of the debtor that were
present when TKA | oaned the N ntendo | oan proceeds to the
debt or.

TKA made all of the proceeds of the N ntendo | oan
avai l able to the debtor and executed demand notes to
menori al i ze each | oan. The demand notes provided for interest
paynments on the | oans to be nade nonthly at a rate that
exceeded the interest paid to Liberty by one percent. The
terms and conditions of these notes were in accord with all of
the other notes that had been executed between TKA and the

debt or post-confirmation.
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The court determned in Section IV.G 5. above,
however, that |ess than one quarter of the noney that TKA
| oaned to the debtor fromthe N ntendo | oan was used to
purchase Ni ntendo products. The remai nder was used to support
the debtor's operations during the nonths preceding the
Christmas season. TKA's |loans to the debtor represented by the
Ni ntendo | oan were clearly not financial transactions incurred
in the normal course of the debtor's financial relations with
TKA but instead were unusual actions "undertaken during the

"slide into bankruptcy.'"™ Gove Peacock Plaza, 142 B.R at

518.

Accordingly, the court concludes that TKA has failed
to establish that the | oans represented by the N ntendo | oan
were incurred in the ordinary course of dealing between TKA and
t he debtor.

(5) The guaranty fees for the
C&S line of credit.

TKA borrowed noney fromC&S on its line of credit.
The debtor was neither obligor nor guarantor on that
obligation. Al though TKA made the nonies available to the
debtor that it obtained on the C&S line of credit, those
transacti ons were separate and i ndependent of TKA's obligations
to C&S. The debtor executed a demand note for each
di sbursenent nade by TKA of nonies obtained fromthe C&S |ine
of credit. TKA charged an interest rate that was higher than

the interest rate it was paying for those nonies.
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At the sane tinme, TKA charged the debtor guaranty
fees. The defendants offered no explanation for why the debtor
was charged these fees, despite having no | egal obligation on
t he underlying note. TKA charged the debtor these guaranty
fees in June and July even though the underlying C&S obligation
was conpletely paid. As the debtor's financial condition
wor sened, TKA increased the guaranty fees. TKA nmaintained no
formal record of the debtor's obligation to pay the guaranty
fees or the subsequent increase in these fees. The fees
t hensel ves, at all tines, were excessive and unreasonable in
anmount. The record is devoid of any justification for the
debtor's paynent of guaranty fees, other than as a neans to
di vert proceeds of the debtor into the pockets of Morrow,
Angl e, and Wodward. Accordingly, the court finds that the
debtor's incurring of the obligation to pay guaranty fees was
not in the ordinary course.

(6) Summary for whether debts

to TKA were incurred in the
ordi nary course of business.

For the foregoing reasons, the court finds that TKA
has failed to establish by a preponderance of the evidence that
the obligations represented by the Liberty |oan, the C&S |ine
of credit, the Nintendo | oan, and the C&S guaranty fees were
incurred in the ordinary course of dealing between TKA and the

debtor as required by Section 547(c)(2)(A).
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ii. Debt to M&D

I n deci di ng whet her the debt owed to M&D was i ncurred
in the ordinary course of both the debtor's and M&D s
busi nesses, the court nust start by exam ning the relationship
bet ween M&D and the debtor. As discussed in Section IV.D. 2.
above, Morrow and Angle -- the debtor's principals -- fornmed
M&D for the purpose of acquiring and hol ding the First Union
cl ai rs agai nst the debtor. Mrrow and Angle were majority
sharehol ders, officers, and directors of M&D. Accordingly, an
i nsider relationship existed between Mdirrow and Angle and M&D

Morrow and Angle were also affiliates and therefore
insiders of the debtor. Each owned 20 percent of the shares in
TKA, the entity that held the majority of the debtor's stock.'?®
In addition, Morrow and Angle were officers and directors of
the debtor and in control of its operations. Mrrow and Angle
were thus both affiliates of the debtor because each directly
or indirectly owed, controlled, or held with the power to vote
20 percent or nore of the outstanding voting securities of the
debtor. 11 U S.C 8101(2)(A). Because an affiliate is
included within the definition of insider, Mrrow and Angle
were each insiders of the debtor.'* 11 U S.C. § 101(31)(E)

See al so Equi bank v. Dan-Ver Enterprises, Inc. (In re Dan-Ver

Enterprises, Inc.), 86 B.R 443, 449 (Bankr. WD. Penn. 1988).

Because M&D was an insider of two affiliates of the
debtor, Mrrow and Angle, M&D was an insider of the debtor in

its own right. Butler v. Shaw, Inc., 72 F.3d 437, 441 (4'"
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Gr. 1996). See also 11 U.S.C. § 101(31)(E)[insider is defined
as "affiliate or insider of an affiliate as if such affiliate
were the debtor"].

As was the case with TKA and the debtor, M&D and the
debtor had an identity of ownership and managenent. The MD
note transaction would therefore not seemto fall wthin the
anbit of arnms-length comercial financial relations and a
cl oser ook at the transaction between M&D and the debtor is
required.

No prior course of dealing exists between M& and the
reorgani zed debtor because M&D was forned specifically for the
pur pose of acquiring the First Union clainms. Accordingly, the
court will look to the transaction itself in the context of the
facts and circunstances present at the tine it was incurred to
determ ne the "ordinariness" of the transaction.

As described in Section IV.D. 2. above, the debtor
negotiated a conpromse with First Union in settlenment of the
bank's clains against it during the pendency of the Toy King |
case. Under the terns of the conprom se, the debtor was to
return real estate and nmake a paynent to First Union on its
unsecured clainms. The debtor's paynment on the unsecured cl ai ns
was to be in an anount substantially |ess than that provided
for in the plan. First Union purportedly was willing to accept
a |l ower dividend because it wanted to be paid in advance of

confirmati on.
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Rat her than structure the debtor's conprom se with
First Union in a way that woul d benefit the debtor and its
creditors, the debtor's principals structured the conprom se in
a manner that would give themthe benefit personally. Morrow
and Angle, therefore, reached a private agreenent with First
Union to acquire its clainms. They formed a corporation, MD
for that purpose. Although counsel for the debtor sent a
letter to counsel for the unsecured creditors commttee
advising the commttee of the principals' plans to acquire the
clainms, the letter msstated or omtted material facts,
including the timng of the transaction. The letter indicated
that First Union required consummati on of the transaction
i medi ately and stated that the closing would occur on the
foll ow ng day. Counsel sent the letter during the Christmas
holidays. It is clear that the letter was tined to preclude
any action by the unsecured creditors conmttee.

The debtor did not file a notion seeking the court's
approval of the arrangenent reached between the debtor and
First Union, despite the fact that part of the arrangenent
provi ded for the surrender of collateral and the pre-
confirmation paynent of First Union's secured claim '
| nstead, the debtor itself filed a notion to substitute M&D for
First Union as claimant, with First Union's witten stipul ation
to the substitution attached. First Union was the only
creditor who received service of that notion. The notion did

not contain many of the details of the transaction, nor did it
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di scl ose the rel ati onship between the substituted clai mant and
the debtor. The court granted the notion on an ex parte basis.

Not wi t hst andi ng the representations in the letter to
counsel for the unsecured creditors commttee that "tine was of
the essence,” M&D did not pay First Union for its unsecured
clainms until alnost three nonths after the court entered the
order granting the notion to substitute claimant and some four
months after the tinme debtor's counsel said the transacti on was
to close. MD did not nake the paynment to First Union until
the court approved the debtor's disclosure statenment and the
outcone of the Toy King case was in little doubt.

I n marked contrast, the debtor made its initial
paynment on the First Union clains to M& in the very first
distribution to creditors after confirmation of Toy King |
That paynent contai ned sone anount of "interest"” and "profit"
in derogation of the ternms of the confirmation order which
provided for interest to be paid only on clains that were
unpaid for nore than 90 days fromthe date of confirmation
The debtor executed a note for the remainder of the dividend
due on the First Union clains on terns that were inconsistent
with the confirnmed plan.**

The M&D transaction was unusual and out of the
ordinary. It was a special arrangenent between the principals
of the debtor, the debtor, and First Union, negotiated and
consummat ed | argely outside of the scrutiny of the unsecured

creditors, the United States trustee, and the bankruptcy court.
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The debt itself was structured in a way that was inconsistent
with the terns of the confirnmed plan.

For all of these reasons, the court concl udes that
the M&D obligation was not incurred in the ordinary course of
deal i ng between M&D and the debtor wthin the nmeani ng of
Section 547(c)(2)(A).

c. Wre the paynents nade in the ordinary

course of the busi nesses of both the
debtor and the creditors?

i | nt roducti on.

Whet her the transfer at issue occurred in the
ordi nary course of business between the parties wthin the
meani ng of Section 547(c)(2)(B) is a subjective inquiry.

McLaughlin v. Hoole Machine & Engraving Corp. (In re Parkline

Corp.), 185 B.R 164, 169 (Bankr. D. N.J. 1994). The court
must focus on the ordinary paynent pattern between both the

debtor and the creditor. Central Hardware Co. v. The Wil ker -

Wllianms Lunber Co. (Inre Spirit Holding Co.), 214 B.R 891,

898 (Bankr. E.D. M. 1997), aff'd, 153 F.3d 902, 905 (8'" Gir.
1998)["[I]t is necessary to |look at not only the creditor's
actions during the preference period, but also the debtor's

actions."]; Gove Peacock Plaza, 142 B.R at 518. The

transfers should denonstrate "sone consi stency with other
busi ness transacti ons between the debtor and the creditor.”

Spirit Holding, 214 B.R at 897.
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ii. Paynments to TKA.

(1) Introduction.

In this case, TKA and the debtor did not have an
established history or course of dealing prior to the
preferential paynents at issue here. Although the parties did
have a creditor/debtor relationship during the pendency of Toy
King I, that relationship was shaped by the limtations and
restrictions inposed by the bankruptcy process. In any event,
t he defendants presented no evidence of the parties' course of
deal ing during Toy King |

The absence of an historical pattern of course of
dealing is not fatal, however, because the court can al so
consider the witten contractual terns governing the

relationship of the parties. Fred Hawes O gani zation, 957 F.2d

at 245. O . Parkline, 185 B.R at 169 [non-adherence to
witten ternms of contract was within ordinary course where the
parties had a stable history of course of dealing over a |ong
period of tinme]. The court will therefore look to the witten
contracts to establish the initial course of dealing between
TKA and the debtor. Although TKA and the debtor did not
execute a prom ssory note for every transaction between them
it is undisputed that TKA billed the debtor for all its
obligations consistent with the terns of the executed notes.
Accordingly, the terns of the TKA notes represents a course of

dealing with respect to all indebtedness that the debtor owed
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to TKA: the Liberty loan, the C& line of credit, and the
Ni nt endo | oan.

(2) Paynents of interest.

Each prom ssory note required the debtor to pay
interest charges on the last day of every nonth in which the
| oan was outstanding. Every nonth, TKA sent the debtor a
witten statenent that reflected the interest owed. Each
statenent also listed the due date as the | ast day of the
month. The debtor paid the interest charges in full as they
were billed. The evidence reflects that the debtor nade these
paynments by check drawn on its operating account prior to the
due date. The debtor nmade no | ate paynents.

Al'l of the debtor's paynents of interest on its
obligations to TKA were nmade in a consistent and ordinary
manner. There was little or no deviation in the manner and
timng of these paynents fromthe date of the confirmation of
Toy King | through the filing of the involuntary petition
initiating Toy King Il. Accordingly, the defendant has
established that all interest paynents nmade by the debtor on
the obligations represented by the Liberty |oan, the C&S |ine
of credit, and the Nintendo | oan were nade within the ordinary
course of dealing between TKA and the debtor within the neaning
of Section 547(c)(2)(B).

(3) Paynents of guaranty fees.

The debtor paid to TKA guaranty fees on notes that

were tied to TKA's borrowing on the C& line of credit. The
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debtor did not execute any docunmentation of its agreenent to
pay these fees to TKA. TKA, however, sent a nonthly statenent
to the debtor that detailed the total interest and guaranty
fees owed and the debtor pronptly paid the anbunts requested in
a consistent and tinely manner. As the court stated in the
foregoing section, the debtor did not deviate in its nethod or
in the timng of paynent of these statenments during the period
bet ween the confirmation of Toy King | and the filing of the
involuntary petition in Toy King Il. Accordingly, the

def endant has established that all guaranty fee paynents nade
by the debtor on its obligations represented by the C&S |ine of
credit were made within the ordinary course of dealing between
TKA and the debtor within the neaning of Section 547(c)(2)(B)

(4) Paynents of principal.

It is a closer question with respect to the debtor's
princi pal paynments to TKA on its obligations. Each of the
prom ssory notes executed by the parties stated that the
princi pal bal ance of each prom ssory note was due upon denand.
The procedure that TKA used to nmake demand on the debtor for
t he repaynent of the principal balance on its prom ssory notes
was not made a matter of evidence in this case.' The
def endant guarantors stipul ated, however, that principal
paynments on the debtor's obligations were tinmed to correspond
to TKA' s paynents on the underlying obligation. Accordingly,
the court will look to the paynent ternms of the underlying

obl i gati ons.

185



TKA executed a prom ssory note on each of its
obligations. The prom ssory note on the Liberty | oan provided
for a due date for paynent of principal of June 30, 1990. The
C&S prom ssory note contai ned a due date for paynent of
princi pal on Decenber 30, 1989. Simlarly, the N ntendo | oan
prom ssory note provided for a due date for paynment of
princi pal of Decenber 30, 1989.

The debtor paid TKA the principal owi ng on the C&S
[ine of credit on Decenber 1, 1989. The debtor nmade two
paynments to TKA on the principal balance of the N ntendo | oan,
one on Decenber 8, 1989, and one on Decenber 18, 1989.

Finally, the debtor made two principal paynents to TKA on the
Li berty | oan on Decenber 28, 1989, and on January 8, 1989. In
every case, the debtor nmade the principal paynents weeks before
the due date of the underlying indebtedness. 1In the case of
the Liberty | oan, the paynment of principal was in advance of
the due date of the underlying indebtedness by a period of

nont hs.

On its face, there woul d appear to be nothing out of
the ordinary in this paynment history. Indeed, the paradi gm
exanpl e of a course of dealing that is out of the ordinary
course is a variation in the timng or nethod of paynents, nost

notably | ate paynents. See Craig Ql, 785 F.2d at 1567. The

variation in nethod or timng is indicia of credit relations
t hat have noved out of the ordinary course and into the realm

of preferential paynents as the debtor or the creditor seek to
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i nprove their positions in the face of inpending financial
di saster.

In this case, there is no variation because the
debtor and TKA had no established course of dealing with
respect to principal paynents. The debtor nade all of the
paynments before the due dates of the underlying obligations by
check drawn on the debtor's operating account. There is
nothing in the paynent history itself, therefore, to indicate
that the paynents were nmade out of the ordinary course.

The court is required, however, to pay "particul ar
regard to the circunstances surroundi ng" the paynent at issue.

J.P. Fyfe, Inc. of Florida v. Bradco Supply Corp., 96 B.R 474,

476 (D. N.J. 1988), aff'd, 891 F.2d 66, 72 (3d. Cr. 1989).
Most typically, the circunstances under consideration are the

collection practices of the creditor. See Gant v. Cosec

International, Inc. (Inre L. Bee Furniture Co.), 206 B.R 989,

992-93 (Bankr. MD. Fla. 1997). A variation in collection
practices can be indicative of external pressure placed on the
debtor for the purpose of preferring the creditor. Collection
practices that are unusual and are designed to obtain a benefit
for the creditor during financially troubled tinmes have been
held to be out of the ordinary course of dealing. See, e.g.,
Craig Ql, 785 F.2d at 1566-67 [l ate paynents and paynments made
by cashier's checks not in the ordinary course]; Spirit
Hol di ng, 214 B.R at 899 [paynent by wire transfer not in the
ordinary course]; J.P. Fyfe, 96 B.R at 478 [deal that inposed
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new terns and constraints as a direct result of creditor's
knowl edge of debtor's deteriorating financial condition not in

the ordinary course]; Valley Steel, 182 B.R at 737 [late

paynments out of the ordinary course]; Cark v. Bal cor Real

Estate Finance, Inc. (Inre Meredith MIlard Partners), 145

B.R 682, 688 (D. Colo. 1992), aff'd, 12 F.3d 1549, 1554 (10'"
Cr. 1993), cert. denied, 512 U S. 1206 (1994)[escrow or | ock

box arrangenent not in the ordinary course].

In this case, the historical course of dealing in the
retail toy industry permtted the debtor to delay paynent on
nost of its trade debt until after the Christmas season. This
del ay alleviated nmuch of the financial pressure that woul d have
ot herwi se been placed on the debtor. |In addition, the
creditor, TKA, and the debtor have an identity of interest. It
was unnecessary, therefore, for TKA to apply pressure on the
debtor for the purpose of collecting its debt. TKA, through
its principals, essentially nmade all decisions as to how much
t he debtor would pay on its obligations and when it would do
so. An exam nation of the collection practices of the creditor
inthis case, therefore, is not especially illumnating on this
poi nt ..

The court, however, is not limted to inspecting the
creditor's actions. It may al so consider the circunstances

surrounding the debtor's actions. In Duvoisin v. Anderson (In

re Southern Industrial Banking Corp.), 92 B.R 297, 306 (Bankr.

E.D. Tenn. 1988), the court found that the debtor's actions in

188



"sl ow wal ki ng" paynents -- deliberately slow ng down the
paynment process -- during financial crisis were not in the

ordinary course. Simlarly, the court held in Ledford v.

Sears, Roebuck & Co. (Inre WIllians), 5 B.R 706, 707 (Bankr.

S.D. Ohio 1980), that paynents nmade by a debtor were outside
the ordinary course where the debtor, on his own and w t hout
pressure, sharply increased his nonthly paynment on goods bought
on credit in the face of an inpending judgnent. Recently, the

court in Securities & Exchange Commi ssion v. First Jersey

Securities, Inc. (Inre First Jersey Securities, Inc.), 180

F.3d 504, 514 (3d Gr. 1999), held that the debtor's paynent of
fees toits law firmwas not in the ordinary course of the
parties where the manner and timng of the paynent was suspect.
In that case, although the paynents were tinely, the law firm
was aware of the debtor's precarious financial situation and
accepted restricted stock in paynent of its fees. 1d. at 513.
The internal circunmstances surroundi ng TKA and the
debtor's decisions to make the paynents of principal in advance
of the due date on the underlying debt are nore instructive in
determ ni ng whether the preferential paynents of principal were
within the ordinary course of the parties. At the tine the
debt or nade these paynents, the dem se of the debtor as an
operating entity was in little doubt. On Novenber 17, 1989,
Morrow and Angle met with Liberty's |loan officer, Horne, to
advi se himthat the debtor would post a substantial |oss for

the year and woul d be unable to nake any principal paynent on
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the Liberty loan. Shortly thereafter, the debtor paid the
principal owmng on the C& line of credit obligations and an
initial paynment of principal on the N ntendo | oan obligations.
Bot h paynments were in advance of TKA's due dates on the
under | yi ng obligations.

On Decenber 11, 1989, Mrrow ran an advertisenent in

the Wall Street Journal putting the debtor up for sale or

merger. One week later, Morrow wote a |letter to Horne
advising himthat the debtor was going to post a substanti al
| oss for the year and of his efforts to sell or nerge the
debt or.

The debtor then made its final paynment of principa
to TKA on the Nintendo | oan obligations. |In contravention of
the representati ons made at the Novenber 17, 1989, neeting, the
debtor al so nade two paynents of principal to TKA on the
Li berty | oan obligations. Al'l of these paynents served to
prefer the parent conpany and its sharehol ders, many of which
had an identity of interest with the debtor, to the detrinent
of the other unsecured creditors, who did not.

Under these circunstances, the court concludes that
the debtor's paynents of principal to TKA nade in advance of
any due date on the underlying i ndebtedness and in the face of
i npendi ng financial disaster, were not made in the ordinary

course within the meani ng of Section 547(c)(2)(B)
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iii. Paynment to M&D,

The M&D debt was structured in two parts, with the
first payment being nade in the debtor's initial distribution
of dividends and the remai nder paid pursuant to an executed
prom ssory note. In addition, the M&D obligation was subject
to a subordi nati on agreenment executed by the debtor. The
agreenent operated to subordinate the M&D note to all of TKA's
obligations to Liberty. The subordination agreenent prohibited
t he paynent of principal and interest on the M&D note, other
than as provided for in the note itself, without Liberty's
witten consent. The subordination agreenment specifically
stated that, "[i]n any event the Borrower shall not pay, and
the creditor shall not receive, any prepaynent of principal or
i nterest payable wth respect to the Subordinated Debt prior to
t he date on which such suns are due and payable in the ordinary
course under the terns of such Subordinated Debt." The
prom ssory note provided for principal paynents to be nmade
nmont hl y begi nning in March 1990.

The debtor nade a paynent to M&D on Decenber 29,

1989, paying the entirety of the bal ance owing on the

subordi nated note, inclusive of interest and principal. This
paynment was i n advance of the due date, was done w thout the
witten consent or know edge of Liberty, and was in direct
derogation of the terns of the note itself, as well as the
subordi nati on agreenent. The defendants explain the paynent as

necessary to obtaining a final decree in Toy King | and as a
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prerequisite to the anticipated nerger wwth VM. Even were
this true, ™' the payment still woul d have been nmade out of the
ordi nary course of business of both the debtor and MD

In CS, 195 B.R at 260, the court held that the
paynment of a bonus to and by the principal, in the face of the
debtor's insolvency and on the eve of bankruptcy, was not in
the ordinary course. The court stated that the principal "nust
be charged with the highest duty since he was the top ranking
executive of IS, with the highest |level of responsibility and
conpensation fromthe conpany.” 1d. at 259. The court found
the paynent to be extraordi nary because the principal "was the
top executive of CIS with the sole power to cause and control
the direction, timng and nature of the Paynent at a tinme when
he knew that CI'S was insolvent and would be filing for
bankruptcy." Id.

Simlarly, in this case, Murrow was the top ranking
of ficer of the debtor and the sole officer making financi al
decisions at the tine of the paynent. He too knew that the
debtor was insolvent at the tine the paynment was nade and t hat
t he dem se of the debtor was inmmnent. Mrrow owed the debtor
the sane all egi ance owed by the principal in CS and through
his actions denonstrated the sane disregard for the best
interests of the conpany as did the principal in CS.

Morrow caused the debtor to pay the M&D note in ful
at a tinme when he knew that the debtor was unable to pay its

debts as they cane due. At the tine the debtor paid the M&D
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note, the debtor owed nearly $2 mllion to its trade creditors.
The debtor's financial dem se was in the end stages. 1In
acknow edgnent of this, Mdirrow had placed an advertisenent in

the Wall Street Journal seeking to sell or nerge the conpany.

In causing the debtor to pay the M&D note, Morrow sought to
advantage hinself to the detrinent of the conpany and its
creditors in the face of the inpending |iquidation of the
debt or .

Accordingly, the court finds that the debtor's
paynment to M&D of principal and interest on the M&D note on
Decenber 29, 1989, was out of the ordinary course of dealing
between the parties within the neaning of Section 547(c)(2)(B)

d. Wre the paynents nade in accordance
wth ordinary business terns?

i | nt roducti on.

This Section 547(c)(2)(C elenent is an objective
conponent requiring "proof that the paynent is ordinary in
relation to the standards prevailing in the relevant industry.”

Roberts v. Service Transport, Inc. (In re ldeal Security

Hardware Corp.), 186 B.R 237, 239 (Bankr. E.D. Tenn. 1995).

Thi s objective conponent serves two functions.

One is evidentiary. [|f the debtor
and creditor dealt on terns that the
creditor testifies were normal for them
but that are wholly unknown in the
i ndustry, this casts sone doubt on his
(self-serving) testinony . . . . The
second possi ble function of the subsection
is to allay the concerns of creditors that
one or nore of their nunber may have
wor ked out a special deal with the debtor,
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before the preference period, designed to
put that creditor ahead of the others in
t he event of bankruptcy.

Advo- System Inc. v. Maxway Corp., 37 F.3d 1044, 1048 (4'" Gir.

1994) (quoting In re Tolona Pizza Products. Corp., 3 F.3d 1029,

1032 (7'" Gir. 1993)).

In examning this element, the court nust focus on
t he business "practices of the creditor's conpetitors.” Spirit
Hol ding, 214 B.R at 899. The defendant is required to adduce
evi dence of "a prevailing practice anong simlarly situated
menbers of the industry facing the sane or simlar problens."
Id. "In other words, the benchmark for ordinariness is the
normin the creditor's industry." 1d.

Qur court of appeals has recently nade clear that the
def endant nust make a showi ng of ordinariness in relation to
i ndustry standards to prevail on the "ordinary course" defense

of Section 547(c)(2)(C. A W & Associates, 136 F.3d at 1442.

The court went on to say that "[i]ndustry standards do not

serve as a litnus test by which the legitimacy of a transfer is

adj udged, but function as a general backdrop agai nst which the

specific transaction at issue is evaluated.” 1d. at 1443.
Accordi ngly, the defendant nust:

: prove that the debtor nade its pre-
petition preferential transfers in harnony
with the range of terns prevailing as sonme
rel evant industry's nornms. That is,
subsection C allows the creditor
considerable latitude in defining what the
rel evant industry is, and even departures
fromthat relevant industry's nornms which
are not so flagrant as to be "unusual "
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remain within subsection C s protection.

In addition, when the parties have had an
enduring steady rel ationshi p, one whose
terms have not significantly changed during
the pre-petition insolvency period, the
creditor will be able to depart
substantially fromthe range of terns

est abl i shed under the objective industry
standard inquiry and still find a haven in
subsection C

Advo- System 37 F.3d at 1050 (quoting Fiber Lite Corp. v.

Mol ded Acoustical Products, Inc. (In re Ml ded Acoustical

Products, Inc.), 18 F.3d 217, 226 (3d Cr. 1994)). These

decisions are cited with approval in AW & Associates, 136

F.3d at 1442.

ii. Paynments to TKA.

In its proof, TKA failed to define the industry that
is simlarly situated to it, the creditor here. TKA did not
present any evi dence beyond the adunbrated testinony of Horne
and Morrow, representing Liberty and TKA respectively, that
woul d enabl e the court to conpare the subjective course of
deal i ng between TKA and the debtor wth an objective,
normative, creditor's industry standard. The testinony of
Horne and Morrow was limted to the specific practices of
Li berty, TKA, and the debtor rather than general practices in
the retail toy industry or other relevant industry, whatever
that m ght be.

The court finds the testinmony of Horne and Morrow, to
the limted extent that it could be interpreted as descri bing

an industry standard, to be both self-serving and insufficient
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to establish an objective industry standard. Testinony of the
defendants, even in the event that it does include evidence of
i ndustry practice, is "inherently suspect because it is to be
expected that the testinony of an officer of the defendant
woul d be favorable to the defendant's position." |deal

Security Hardware, 186 B.R at 239. Mbreover, the evidence's

wei ght is so insubstantial as to fail to neet the preponderance

of the evidence standard. See Anderson v. Ganis Credit Corp.

(Inre Wilert RV., Inc.), 245 B.R 377, 386 (Bankr. C D. Cal.

2000)["[H owever broad an interpretation is applied, sonme proof
of industry standard is warranted."].

In the absence of any evidence of an industry
standard, the court is required to conclude that TKA failed to
establish this elenent of the ordinary course defense. See,

e.qg., Spirit Holding, 214 B.R at 901-02 [vague, generali zed

evi dence of industry standard provided by an enpl oyee of
defendant insufficient to establish industry norm; |[deal

Security Hardware, 186 B.R at 239 [defendant did not establish

el ement of proof of the ordinary business terns of the

i ndustry]; Hovis v. Powers Construction Co. (In re Hoffman

Associates, Inc.), 194 B.R 943, 955 (Bankr. D. S. C

1995) [ def endant could not prevail on its affirmative defense
because there was a | ack of credi ble evidence of industry
normn .

Accordingly, TKA has failed to establish that the

preferential paynents made by the debtor to it were in the
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ordi nary course of dealing prevalent in the industry within the
meani ng of Section 547(c)(2) (0.
iii. Paynment to M&D,

The record is devoid of any evidence of the rel evant
i ndustry or the industry standard with respect to the debtor's
paynment to M&D. For the reasons stated in Section V.C.7.d.ii.
above the court finds that M& has failed to establish that the
preferential paynent made by the debtor on Decenber 29, 1989,
to M&D was in the ordinary course of dealing prevalent in the
i ndustry within the nmeaning of Section 547(c)(2) (0O

e. Summmary for the ordinary course of
busi ness affirmati ve def enses.

As the foregoing describes, TKA and M&D have fail ed
to establish by a preponderance of the evidence one or nore of
t he essential elenents of the defense as set forth in Section
547(c)(2). Accordingly, the court finds that all of the
preferential transfers occurred outside the ordinary course of
busi ness of TKA and the debtor and are recoverable by the
plaintiff.

D. FRAUDULENT TRANSFER CLAI V5.

1. Transfers by the debtor to TKA and M&D nade
bet ween the confirmation of Toy King | and
t he commencenent of Toy King ||

The unsecured creditors conmmttee seeks to set aside
as fraudul ent transfers paynents that the debtor nade to TKA,
M&D, Liberty, and the individual defendants pursuant to the

provi sions of Sections 548 and 550 of the Bankruptcy Code. The
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commttee al so seeks the sanme relief pursuant to Sections

726. 105 and 726. 106, Florida Statutes. Because the applicable
federal and state law is substantially the sane, the court wll
deal with the federal and state clains together.

The comm ttee attacks the debtor's paynents of
principal, interest upcharges, and guaranty fees to TKA on the
C&S line of credit, as well as paynents of principal, |oan fees
and costs, and interest upcharges on the Liberty and N ntendo
| oans. The conmttee al so seeks to set aside the debtor's
paynment to M&D of interest and "profit" on the first
distribution on the First Union clains to the extent that it
exceeded interest paid on clains in the sanme class under the
Toy King | confirned plan. 1In addition, the conmttee seeks to
set aside the debtor's Decenber 29, 1989, paynent to M&D of
both principal and interest in derogation of the subordination
agreenent. The debtor nade all of the paynments under attack
within one year of the comencenent of the Toy King Il case.

The debtor paid TKA $2,231.26 in interest upcharges,
$250, 000 in principal, and $20,283.22 in guaranty fees on
account of the C&S line of credit between May 10, 1989, and
Decenber 28, 1989. During the sane period, the debtor paid TKA
$8,632.12 in interest upcharges and $600, 000 i n princi pal ** on
the Liberty |oan and $2,479.22 in interest upcharges and
$700,000 in principal on the Nintendo | oan. The debtor al so
paid M&D $439,506.17 in principal, interest, and "profit"
bet ween the period of July 6, 1989, and Decenber 29, 1989,
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representing the dividend on the First Union clains that M&D
acquired in Toy King |

2. Actual fraud.

a. Badges of fraud.

i | nt roducti on.

Section 548 of the Bankruptcy Code, Fraudul ent
transfers and obligations, permts the avoi dance of:

(a)(1) . . . any transfer of an
interest of the debtor in property, or any
obligation incurred by the debtor, that
was made or incurred on or within one year
before the date of the filing of the
petition, if the debtor voluntarily or
involuntarily --

(A) made such transfer or
i ncurred such obligation with actual
intent to hinder, delay, or defraud
any entity to which the debtor was or
becane, on or after the date that
such transfer was made or such
obligation was incurred, indebted;

* % k%
The underlyi ng purpose of this fraudul ent transfer
statute is to "prevent val uable assets from being transferred
away fromdebtors in exchange for less than fair value, |eaving
insufficient funds to conpensate honest creditors.” 4 Collier

on Bankruptcy, 1 548.01 at 548-4-24 (15th ed. 1993). "In

fraudul ent conveyance actions, it is the trustee's burden to

prove all issues.” Murchio, 107 B.R at 364; 4 Collier on

Bankruptcy, ¥ 548.10 at 548-111-12 (15'" ed. 1993). The

plaintiff nmust do so by a preponderance of the evidence.

Grogan v. Garner, 498 U. S. 279, 291 (1991). See Western Wre

199



Wrks, Inc. v. Lawer (Inre Lawer), 141 B.R 425, 429 (Bankr.

9'" Cir. 1992)[appl ying Grogan to all bankruptcy proceedi ngs
grounded in fraud].

Actual fraud is seldom proved by direct evidence.
Because "[p] ersons whose intention is to shield their assets
fromcreditor attack while continuing to derive the equitable
benefit of those assets rarely announce their purpose, . . . it
nmust be gleaned [sic] frominferences drawn froma course of

conduct." Freehling v. Nelson (Inre F & C Services, Inc.),

44 B.R 863, 872 (Bankr. S.D. Fla. 1984). Thus, a "finding of
the requisite intent may be predicated upon the concurrence of
facts which, while not direct evidence of actual intent, |ead
to the irresistible conclusion that the transferor's conduct

was notivated by such intent." 1d. (quoting 4 Collier on

Bankruptcy, ¥ 548.02[5] at 548.33-34 (15'" ed. 1984)).

To determ ne whether the circunstantial evidence
supports such an inference of intent, the court |ooks to the
exi stence of certain "badges of fraud.” |In a recent Section
548 fraudul ent transfer decision, our court of appeals adopted
t he badges of fraud contained in the Florida fraudul ent

transfer statute. Levine v. Wissing (Inre Levine), 134 F. 3d

1046, 1053 (11'" Gir. 1998). These "badges of fraud" include
whet her :
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(a) The transfer or obligation was
to an insider.

(b) The debtor retai ned possession
or control of the property transferred
after the transfer.

(c) The transfer or obligation was
di scl osed or conceal ed.

(d) Before the transfer was nmade or
obligation was incurred, the debtor had
been sued or threatened with suit.

(e) The transfer was of
substantially all the debtor's assets.

(f) The debtor absconded.

(g) The debtor renpoved or conceal ed
asset s.

(h) The value of the consideration
recei ved by the debtor was reasonably
equi valent to the value of the asset
transferred or the anmount of the
obl i gation incurred.

(1) The debtor was insolvent or
becane i nsolvent shortly after the
transfer was nmade or the obligation
i ncurred.

(j) The transfer occurred shortly
before or shortly after a substantial debt
was i ncurred.

(k) The debtor transferred the
essential assets of the business to a

lienor who transferred the assets to an
i nsi der of the debtor.

Id. (citing 8 726.105(2), Fla. Stat.)
Al though "[t] he presence of a single badge of fraud
may spur nere suspicion, the confluence of several can

constitute concl usive evidence of an actual intent to defraud
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Max Sugar man Funeral Honme, Inc. v. A D.B. |Investors,

926 F.2d 1248, 1254-55 (1° Cir. 1991). The evidence in this
case clearly establishes that nmultiple badges of fraud are
present in every transfer under attack as a fraudul ent
transfer.

ii. Transfers to insiders.

The first badge of fraud present in this case,
transfer to an insider, is also one of the nost inportant. See

F & C Services, 44 B.R at 868 ["Fraud will be presunmed when

the transfer occurs between corporations controlled by the sane

officers and directors.” (citing J.I. Kelley Co. v. Polloack &

Ber nhei ner, 49 So. 934, 935 (1909))]. See also, Wite v. Coon

(Inre Purco, Inc.), 76 B.R 523, 529 (Bankr. WD. Pa.

1987)[ The actions of "insiders or those who exert considerable

i nfl uence over the affairs of a corporate debtor should receive

rigorous scrutiny."]; Lipman v. Norman Packing Co., 131 S. E
797, 798 (Va. 1926)["As a general rule the burden of proof
rests on himwho charges fraud, and not on hi mwhose conduct is
charged to be fraudulent. But, where the transaction assailed
is between [insiders], only slight evidence is required to

shift the burden of showing its bona fides." (citing Mankin v.

Davis, 97 S.E. 296, 298 (1918))]. Indeed, our court of appeals
recently held that the district court erred in not considering
the close relationship between the parties, anong other things,
when it held that a transfer was not fraudulent. General

Trading Inc. v. Yale Materials Handling Corp., 119 F.3d 1485,
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1500 (11'" Gir. 1997)[remanding the case for further
consi deration].

This "badge of fraud" is so significant that in sone
cases an insolvent debtor's transfer to an insider has caused
the court to make a finding of actual fraud in the absence of

any ot her badges of fraud. See, e.qg., Acequia, Inc. v. dinton

(In re Acequia, Inc.), 34 F.3d 800, 806 (9'" Cir. 1994);

Terrific Seafoods, 197 B.R at 732. Cf. Food & Fibre

Protection, 168 B.R at 418 [because the insider relationship

"did not fit the traditional nold," the court found no act ual
fraud where the only other badge of fraud was insol vency].

| ndeed, under Florida law, any transfer made in
paynment of an antecedent debt to an insider who knew or should
have known that the debtor was insolvent at the tinme of paynment
is constructively fraudulent. § 726.106(2), Fla. Stat.

As the court concluded earlier in Sections V.C 3.b.
and V.C.7.b.ii. above, TKA and M&D were both insiders of the
debtor. All paynents to them therefore, carry with themthis
badge of fraud.

i Conceal nent of transfers.

(1) Collective action.

The second badge of fraud inplicated in this case is
the debtor's conceal nent of material aspects of its transfers
to TKA and M&D. Morrow, Angle, and King, all principals of the
debtor, either individually or collectively, msrepresented the

financial condition of the debtor, including material aspects
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of the transfers at issue here. Because the alleged fraud at
issue in this case arises out of the collective actions of the
princi pals perpetrated through the debtor, the collective group
product doctrine is applicable. Under that doctrine,

individual liability attaches to each nenber of a group that

has contributed collectively to a fraud. Atlantis Goup, |nc.

v. Rospatch Corp. (In re Rospatch Securities Litigation), 760

F. Supp. 1239, 1255 (WD. Mch. 1991). Wen alleging a
collective fraud, therefore, "specific allegations about the

role of each defendant are unnecessary." |d. (quoting, Inre

Consuners Power Co. Securities Litigation, 105 F.R D. 583, 593

(E.D. Mch. 1985)).

The fraudulent transfers that the plaintiffs allege
in this case revolve around the collective actions of the
principals. It was these collective actions, represented
t hrough the corporate entity, which resulted in the transfers
at issue here. Accordingly, the court will not seek to attach
specific responsibility for the debtor's actions to any
i ndi vi dual defendant except where necessary for its decision in
other parts of this opinion. It is sufficient to state that
the debtor's principals all contributed to the debtor's
conceal ment of the transfers at issue here.'®

Because each is an insider of the debtor and in a
position to control the disposition of its property, the acts
of conceal nent and t he acconpanying i nference of fraudul ent

intent of each individual nmay be inputed to the transferor, the
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debtor. Roco, 701 F.2d at 984. See also, Arnstrong v.

Ketterling (In re Anchorage Marina, Inc.), 93 B.R 686, 691

(Bankr. D. N.D. 1993)["In cases such as this one in which the
Debtor is a corporation the intent of the controlling officers
and directors is presuned to be the Debtor's intent."].
Morrow, Angle, and King were insiders because each was an
of ficer and director of the debtor. See 11 U.S.C. 8§
101(31)(B) (i) and (ii). In addition, Mrrow and Angle were
responsi bl e for the financial managenent*** of the debtor and
therefore were also insiders by virtue of being in control of
the debtor. See 11 U . S.C 101(31)(B)(iii).

(2) During Toy King |I.

The principals took affirmati ve steps to conceal the
nature and extent of the debtor's transfers to TKA and M&D and
in so doing msrepresented the debtor's financial condition to
its trade creditors. The conceal nent began when the debtor
filed a false financial statenent, signed by King under penalty
of perjury, during Toy King | that omtted the debtor's
borrowi ng from TKA *** The debtor also failed to seek court
approval for that borrowi ng, even though Mrrow knew that it
was required. As a consequence of this conceal nent, the Toy
King | unsecured creditors did not know that the debtor was
suffering frominadequate cash to support its operations at the
time that they cast their votes in favor of the debtor's plan.

Morrow and Angl e al so conceal ed their acquisition of

the First Union clains. The debtor filed the notion for
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substitution on M&D' s behal f. That notion did not contain any
facts or information that |inked Morrow and Angle with the
substituted claimant, M&D, or disclose the insider relationship
bet ween M&D and the debtor.

Morrow and Angle simlarly concealed fromthe
debtor's general unsecured creditors the profit that would
accrue to them upon the debtor's paynent of the negoti ated
di vidend on the First Union clains. The notion to substitute
claimant did not contain any facts or information show ng M&D s
cost to acquire the First Union clains or its anticipated
profit.

(3) Touche Ross pro forna.

Mor row provi ded projections and assunptions to Touche
Ross for its use in drafting the debtor's pro forma. Morrow
pl anned to use the pro forma to solicit nonies to fund the Toy
King | plan and to maintain the debtor's operations post-
confirmation. Mrrow also planned to use the pro forma in
maki ng credit requests fromtoy manufacturers to acquire
inventory to be sold by the debtor post-confirmation.

Morrow understood that the pro forma was intended to
provide a projection of the debtor's financial condition
i medi ately follow ng confirmation. The pro forma was based
upon the debtor's historical financial information at the end
of the 1988 fiscal year that was then adjusted in accordance
with Morrow s assunptions and projections. Mrrow used

assunptions, however, that were inaccurate, contingent, and/or
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t hat woul d occur over a period of time substantially before or
after confirmation. For exanple, he directed Touche Ross to
show $1 million as an asset and in shareholder's equity, even
t hough he knew that the noney would be disbursed increnmentally
over tinme and even though he was aware that TKA was going to
treat the transaction as a liability of the debtor.

Morrow understated the plan paynment liabilities by
decreasing the scheduled total to an anobunt that he estinmated
woul d be owed after the conpletion of objection to clains
[itigation or adversary proceedi ngs agai nst specific clainmnts.
Morrow knew that those matters woul d be concluded | ong after
confirmation and that the results were uncertain. Morrow took
a wholly inconsistent position with respect to | ease rejection
damages. He chose not to include | ease rejection danages as a
l[iability on the pro forma bal ance sheet because those damages
wer e specul ative. 3°

At the sane tinme, Mrrow substantially understated
current liabilities by denom nating January 29, 1989, as the
"snapshot" date of the pro forma. By using that date, Morrow
was able to incorporate the positive effects of the
reorgani zation that would accrue at a nuch later point or
points in time and set those positive effects against
liabilities at a nmuch earlier point of tinme. Essentially, by
sel ecting the January 29, 1989, date Morrow was able to ignore
the debtor's substantial |osses incurred between January 29,

1989, and the actual Toy King | confirmation date.
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The court concluded in Section |IV.D.3. above that
Morrow crafted the assunptions used in fornulating the pro
forma in a way designed to inflate artificially and
i naccurately the stated net worth of the debtor. Accordingly,
the court concludes that Morrow i ntended to conceal the
debtor's true financial position fromits creditors when he
di rected Touche Ross to incorporate these assunptions into the
debtor's pro fornma.

(4) Financial statenents.

This pattern of conceal nent continued after the
confirmation of Toy King I and was evidenced nost strongly in
t he debtor's bal ance sheets. Each of the debtor's bal ance
sheets prepared between the date of the confirmation of Toy
King | and the filing of Toy King Il contained om ssions and
m srepresentations of the debtor's transfers to TKA and MD.
The nost egregi ous of these was the posting of $1 mllion of
the Liberty loan as equity in the debtor rather than the
ltability it actually was.

The debtor also concealed the totality of its
obligations to TKA by understating its liability for the nonies
it received from TKA fromthe $500,000 Liberty line of credit,
including the obligation to pay |oan fees and costs to TKA
The debtor failed to post accrued interest charges on its
prepetition obligations (plan paynments to Toy King | creditors)

that remai ned unpaid for nore than 90 days.
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The principals used these bal ance sheets to conceal
fromthe trade creditors the actual extent of the debtor's
obligations to the parent. |In addition, the principals
m srepresented the debtor's actual financial condition in their
communi cations by letter and tel ephone with trade creditors.
The principals indicated in these comrunications that the
debtor was performng well and was at or close to its projected
levels. At the tine that the principals were nmaeking these
communi cations, they were unable to buy from Nintendo on credit
and were in active negotiations with Liberty for additional
noni es because the debtor did not have sufficient capital to
mai ntai n operations up to and through the Christnmas season.

I n Sugarman, 926 F.2d at 1250, a principal of the
debtor prepared financial statenents that m srepresented the
debtor's | oan obligations and understated the anount of
i nterest being paid. Another principal used these financi al
statenents to solicit purchasers of debentures issued by the
debtor. The debtor used the proceeds fromthe sale of these
debentures to fund its operations. The court found that the
principals "acted in concert to depict [the debtor's] business
operations in a false light in order to lure further financing
t hrough debenture sales.” 1d. at 1250-51.

Simlarly, in this case, the principals' conceal nent
of the nature and extent of the debtor's liabilities and actual
net worth was intended to present the debtor in a false |ight

to solicit additional trade credit. The trade creditors relied
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to their detrinent on the Touche Ross pro forma, the debtor's
financial statenents, and on the witten and oral

communi cations of the debtor and its principals. The trade
creditors made favorable credit decisions on the basis of the

debtor's overstated net worth. See, e.g., Jezarian v. Raichle

(Inre Stirling Homex Corp.), 579 F.2d 206, 214-15 (2d Cr

1978) [ "When persons or institutions |lend noney to a
corporation, or otherw se becone its creditors, they do so in
reliance upon the protection and security provided by the noney
invested by the corporation's stockhol ders the so-called equity
cushion.” The court went on to say that "[t]his (reliance) is
not only theoretically true, but common experience teaches that

it is practically true also.” (quoting Scott v. Abbot, 160 F

573, 582 (8'"" Cir. 1908))]. Had the trade creditors known the
debtor's actual net worth, they would have | owered the debtor's
credit lines or refused to extend credit altogether.

The debtor al so mani pulated the timng of its
financial statenents to conceal its transfers to TKA and MD.
For exanple, the debtor always prepared and dissem nated its
bal ance sheets and i ncone statenents each nonth after the date
on which it nmade its paynents to TKA. Because the debtor had
al ready nmade the paynents, they were not reflected on the
financial statenments. In this way, the debtor was able to
conceal its paynents of the one percent interest upcharge and
guaranty fees to TKA. The debtor did not even prepare or

di ssem nate a bal ance sheet for the nonth of Decenber 1989.
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(5) First Union clains.

The principals |likew se concealed the fact that the
debtor's paynent of $138,500 to M&D on July 6, 1989, included
"profit" and interest not contenplated or allowed in the
confirmed plan. The debtor's schedul e of dividend paynents
that referenced the paynent to M&D listed the claimnt as First
Uni on, showed the debt as disputed, and indicated that the
$138, 500 paynent was a final paynent on the First Union clains.

In actual fact, the clains were held by M& and had
been since January, 1989. The debtor, represented by Morrow
and Angle, had no "dispute" with the First Union clains that
Morrow and Angle held through M&D. Finally, the July 6, 1989,
paynment was never intended to be a full and final disposition
of the First Union clains.

Only $121,000.62 of the July 6, 1989, paynent to M&D
represented principal on the First Union clains dividend. The
remai ni ng $17, 499. 38 represented "profit" and interest. Under
the confirnmed plan, M&D was not entitled to interest on its
initial dividend because the debtor nade the paynent within the
first 90 days fromthe effective date of the confirmed pl an.
The plan provided for the paynent of interest only to those
unsecured creditors who were paid nore than 90 days fromthe
effective date of confirmation. At the Toy King | confirmation
hearing, Morrow hinself testified w thout equivocation that no
creditor was to receive treatnment other than as described in

the debtor's proposed plan. In its very first distribution,
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t he debtor accorded nore favorable treatnent to M&D t han ot her
unsecured creditors in its class received. '

(6) Decenber transfers.

Morrow al so caused the debtor to nmake principa
paynments on its obligations to TKA and M&D i n Decenber 1989 at
a tinme when he knew that the debtor would not be able to pay
all of its obligations as they came due. Morrow caused the
debtor to pay TKA $250, 000 on account of the C&S |ine of
credit, $600,000 on account of the Liberty |oan, and $700, 000
on account of the Nintendo |oan. As noted above, the
principals were able to conceal these transfers by not
preparing and di ssem nating a bal ance sheet for Decenber 1989.

Morrow al so caused the debtor to pay $301, 006.17 to
M&D on account of the M&D note. The debtor did not seek
Li berty's consent to the premature paynent of the subordinated
note, and thus Liberty did not know that the M&D note was being
paid in derogation of the Toy King |I confirmed plan. The
principals were simlarly able to conceal this transfer by not
preparing and di ssem nating a bal ance sheet for Decenber 1989.

The debtor's conceal nent of these transfers is
particul arly noteworthy because the principals caused the
debtor to nake the paynents before they were due and at a tine
when the principals knew the debtor's days as an i ndependent

oper ati on were nunber ed.
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(7) Concl usion.

Accordingly, the court finds that this badge of fraud
is present with respect to the debtor's transfers to TKA
associated with the Liberty |oan and the C&S guaranty fees as
well as its transfers to M&D. This badge of fraud is al so
present to a significant but, in fairness, a | esser degree with
respect to the debtor's transfers to TKA associated with the
C&S line of credit and the Nintendo | oan.

i V. Transfers for less than reasonably
equi val ent val ue.

(1) Alternative approaches.

The third badge of fraud present in this case is the
| ack of equivalent value for sone or all of the transfers at
issue. This badge is also one of the elenents required to
prove constructive fraud pursuant to Section 548(a)(1)(B) of
t he Bankruptcy Code and Section 726.106(1), Florida Statutes.

The Bankruptcy Code does not define "reasonably
equi val ent value." The courts, therefore, have had to fashion
a nmeaningful test to determne this issue. Courts have used
three different approaches in their attenpts to determ ne
whet her a debtor has received a "reasonably equival ent val ue"
for a transfer that is under attack as a fraudul ent conveyance.

The first approach is an objective one that relies
upon a mat hematical formula to determ ne equival ence. Using
this approach, a court will find a per se |lack of equival ent

val ue when the transfer is for less than 70 percent of the
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mar ket val ue of the debtor's property. See, e.g., Durrett v.

Washi ngton National |nsurance Co., 621 F.2d 201, 203-04 (5'"

Cir. 1980).'% "However, nost courts have rejected this rigid

test as being overly nechanical."” Oficial Unsecured Creditors

Committee of Long Developnment, Inc. v. Gak Park Village Limted

Partnership (In re Long Devel oprment, Inc.), 211 B.R 874, 881

(Bankr. WD. Mch. 1995), aff'd, 117 F.3d 1420 (1997) (citing
Bundl es v. Baker (In re Bundles), 856 F.2d 815, 823-24 (7'"

Cir. 1988)).%°

The second approach is a "subjective test which
focuses on the fairness aspect. Under this approach, the
consideration is presuned 'fair’' so long as it is not 'so far
short of the real value of the property as to startle a correct

m nd or shock the noral sense.'" [d. (quoting Mancuso V.

Chanmpion (In re Dondi Financial Corp.), 119 B.R 106, 109

(Bankr. N.D. Tex. 1990)). One could characterize this approach
as a "snmell test."

The third approach is the "totality of the
circunstances" test. 1d. at 881-82. This test conbines both
obj ective and subjective elenents. Using this approach, courts
have "l ooked to the "totality of the circunstances' surrounding
the transaction to determ ne whether 'fair consideration' or
'reasonably equival ent value' is given in exchange for a
transfer of property.” 1d. |In applying this test, the court
considers the transfer in the context of the surrounding

ci rcunst ances and fromthe perspective of the creditor.
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Mancuso v. T. Ishida USA Inc. (Inre Sullivan), 161 B.R 776,

781 (Bankr. N.D. Tex. 1993).
Qur court of appeals adopted this third approach in
Gissomv. Johnson (In re Gissom, 955 F.2d 1440, 1445 (11'"

Cir. 1989).'° The court stated that the "only proper way to
determ ne reasonabl e equi val ency under Section 548 is to
conduct a thorough inquiry of all relevant facts and
circunstances."” |d. at 1449.

In this case, the transfers that the plaintiff
attacks fall into four different categories. The first
category is the debtor's paynents to TKA and M&D of pri nci pal
The second category is the debtor's paynent to TKA of | oan fees
and expenses. The third category is the debtor's paynents to
TKA and M&D of interest. The fourth category is the debtor's
paynments to TKA of guaranty fees on the underlying C&S |ine of
credit.

(2) Paynents to TKA and M&D of
princi pal .

The debtor made five paynents of principal to TKA and

two to M&D during the tinme between the confirmation of Toy King
| and the filing of Toy King Il. The debtor repaid principal
to TKA in an anpbunt that was exactly equivalent to the anount
of principal it received; the debtor received at |east a dollar
for dollar value for its paynent of principal to TKA. There
can be no question, therefore, that all paynents of principal

made by the debtor to TKA were reasonably equival ent in val ue.
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Dicello v. Jenkins (Inre International Loan Network, Inc.),

160 B.R 1, 12 (Bankr. D. D.C. 1993)[ paynents made up to anount
of antecedent debt were reasonably equival ent because they were
dol l ar for dollar exchanges].

The court can make a simlar determ nation about the
debtor's principal paynments to M& of $121, 000.62 on July 6,
1989, and $294, 382 on Decenber 29, 1989, on the First Union
clains.™ The First Union clains were for nonies |oaned to the
debtor. The debtor received all of the nonies that gave rise
the clains. After protracted arns-|ength discussions during
t he pendency of Toy King I, the debtor negotiated a dividend of
17.5 percent of the total clains.

The debtor discharged the original First Union clains
when the court confirmed the plan in Toy King I. 11 U S. C 8§
1141(d)(1)(A). In Conston, 181 B.R at 772-73, the court
expl ai ned the effect that discharge has on a prepetition debt
as follows:

[Dlischarge inpairs a creditor's post-

confirmation ability to enforce its pre-

confirmation claim. . . . [T]he creditor

can enforce only those pre-confirmation

claims found in the confirnmed plan and

.o the creditor can enforce those clains

only in the manner and anount specified in

the confirnmed plan. Froma commerci al

vant age point, the old debt is

"extinguished,’ and a new debt is put in

its place.

See also, In re Townsend, 187 B.R 230, 235 (Bankr. WD. Tenn

1995) [ "Under Chapter 11 proceedi ngs, discharge occurs when the

reorgani zation plan is confirnmed and substantially
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consunmmat ed. " The pre-bankruptcy contracts are then "no | onger
valid and the Debtor is responsible for paynents to creditors
as described in the plan."].

In this case, the debtor's prepetition debts were
di scharged on May 23, 1989, when the debtor confirned its plan.
Each prepetition creditor then held a contract clai munder the
confirmed plan for its pro rata dividend. Wen the debtor paid
the principal on the dividend owed to M&D for the First Union
clainms, it satisfied an antecedent debt that was a dollar-for-
dol | ar equi val ent of the anmount it paid. Indeed, this anount
was in an anount substantially less than the debtor originally
recei ved when the clains were created. The debtor, therefore,
recei ved a reasonably equivalent value for its paynent to M&D
of the principal balance on the First Union clains.

| nternati onal Loan Network, 160 B.R at 12.

(3) Paynent to TKA of |oan
f ees and expenses.

The debtor also obligated itself to pay | oan fees and
costs to TKA in the sanme anount as those incurred by TKA in
connection with the Liberty loan.* It is undisputed that the
debtor ultimately received all of the proceeds of the Liberty
| oan through its independent borrowing fromTKA. It therefore
received the sane benefit fromits transaction with TKA as TKA
received fromits transaction wth Liberty. The plaintiff did
not present any evidence or testinony that the fees and costs

incurred by TKA, and in turn by the debtor, were unreasonable
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or out of the ordinary in type or anount. Liberty's |oan
officer, Horne, testified that it was typical wthin the
banki ng i ndustry to assess | oan fees and costs against the
obligor. The court, therefore, determ nes that the debtor
recei ved a reasonably equivalent value for its paynment to TKA
of | oan fees and costs.

(4) Paynents to TKA and M&D
of interest.

The debtor made periodic interest paynents on its
obligations to TKA. The debtor al so made two paynents of
interest on its dividend obligation to M&D; one on July 6,
1989, that included "profit," and one on Decenber 29, 1989.

The plaintiff does not dispute that the paynent of interest is
a necessary cost of borrow ng noney, but objects to the anount
of interest paid by the debtor in relation to the value it
received. The plaintiff argues that TKA' s charge of an
addi ti onal one percent interest to the debtor was nothing nore
than a di sgui sed neans of skimm ng the debtor's assets for the
benefit of TKA. The court agrees.

In general ternms, Liberty determned the rate of
interest to be charged on its |oans consistent with the market
and the degree of risk inherent in the loan.* Horne testified
that Liberty evaluated the Liberty |oan as nore risky than nost
of the loans it made at or around the sane tine.' When
Li berty determined the inherent risk of the Liberty loan, it

did so on the basis of the ambunt and strength of the
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collateral that secured the |oan and with the know edge t hat
TKA woul d repay the | oan using revenues derived fromthe
debtor's operations. Liberty ultimtely charged TKA interest

> The court concl udes

at a rate of two percent over prinme.*
that Liberty charged interest on the Liberty |oan at an
appropriate rate given the degree of risk and the anount and
type of collateral that it held. The court reaches the sane
conclusion with respect to the Nintendo |oan.

TKA, however, charged a higher interest rate to the
debtor on all its obligations funded by noni es obtained by TKA
fromLiberty. The interest rate charged by TKA exceeded by one
percent TKA's cost of borrowing. |In different circunstances,
this additional interest m ght be explained by the fact that
all of the debtor's obligations to TKA were unsecured. An
unsecured loan by definition is nore risky than a secured | oan
because the creditor lacks the ability to attach directly the
debtor's collateral upon default of the |oan. For this reason,
unsecured | oans typically carry higher interest charges than
secured |l oans. A debtor mght be willing to pay the higher
interest rate if it |lacked collateral, had already pledged its
collateral, or was otherw se unable to obtain a secured | oan.

A debtor could receive an equival ent value for its paynent of
the additional interest by not having to pledge its assets to

" The anount of additional interest and the

secure the loan.
surroundi ng circunmstances of the transaction would determ ne

whet her the equival ent val ue was reasonabl e.
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In this case, however, there are several factua
di stinctions that renmove the TKA/ Toy King relationship fromthe
anbit of the prototypical |ender/borrower relationship. The
nost inportant distinction is that TKA was superfluous to the
Li berty | oan transacti on because Liberty was willing to | end
directly to the debtor. The debtor was not therefore in a
situation where it had to pay a higher cost of borrow ng
because it was unable to obtain other financing or because its
assets were already encunbered. |ndeed, the debtor pledged its
nost significant asset, its inventory, to Liberty as part of
its guaranty of TKA's borrowi ng from Li berty.

The ot her inportant distinction between TKA's
relationship with the debtor and a prototypical |ender/borrower
rel ationship was the insider relationship that existed between

TKA and the debtor. See Carnel v. River Bank Anerica (In re

FBN Food Services, Inc.), 175 B.R 671, 688 (N.D. Il1. 1994),

aff'd and remanded, 82 F.3d 1387, 1396 (7'" Gir. 1996)["The

bargai ning position of the parties and their relationship
shoul d be exam ned to determ ne that the value transferred is
di sproportionately small conpared to the value actually
received by the Debtor."]. Indeed, TKA owned virtually all of
the stock of the debtor and controlled and domnated it. The
debtor did whatever TKA directed. |In addition, as the evidence
inthis case clearly denonstrates, TKA' s exposure on its
borrowi ngs was equivalent to the debtor's. The nonies it would

use to repay the Liberty |oan were derived fromthe debtor's
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operations. |If the debtor's revenues were insufficient to pay
its obligations to TKA, TKA had no alternate source of incone

to nmake its payments to Liberty.'*®

TKA al so did not have any
collateral to satisfy its obligations to Liberty other than its
stock in the debtor and receivables fromthe debtor. Al though
it mght appear that TKA was in a riskier position vis a vis
the debtor than Liberty was (because, in the event of the
debtor's failure, it stood equally wth other unsecured
creditors inits claimto the debtor's unencunbered assets),
TKA was actually in a position to ensure that the debtor could
prefer its obligations to TKA and therefore control the risk of
default. In fact, this is exactly what occurred.

This dynamc is even nore narkedly illustrated by the
C&S line of credit transaction. TKA' s obligation to C& on its
line of credit was unsecured. TKA charged the debtor an
addi tional one percent interest rate on the nonies it borrowed
on the C&S line of credit and |loaned to the debtor. Again it
coul d be argued that TKA was at greater risk than C&S because
it lacked the additional guaranties of paynent that C&S
enj oyed, but, as explained in the precedi ng paragraph, TKA was
in actuality at no greater risk than C&. dearly, the debtor
received the sanme benefit fromits borrowing as TKA did for
| ess consideration. |In addition, the record is devoid of any
credi bl e evidence that woul d suggest that the debtor was unabl e

to borrow directly from C&S after obtaining court approval.

221



This case is not like Harman v. First Anerican Bank

of Maryland (In re Jeffrey Bigelow Design Goup, Inc.), 956

F.2d 479, 485 (4'" Gir. 1992). |In that case, the court found
that the debtor's paynents to the bank in satisfaction of a
line of credit in the nanme of the parent and guarantied by the
principals were for reasonably equival ent value. The court
noted that the debtor received all draws on the line of credit
and made all paynents directly to the bank. [d. at 481.

Al t hough the parent maintained a note show ng the indebtedness
of the debtor, the note was on exactly the sane terns as the
parent's obligation to the bank and was credited equivalent to
each paynent nade by the debtor. 1d. Accordingly, the court
found that the creditors were no worse off and the debtor
therefore received an equivalent value for its paynents to the
bank. [d. at 485.

In this case, TKA did not | oan noney to the debtor on
the sane terns and conditions as those contained inits
borrowi ngs fromLiberty and C&S. Instead, TKA charged the
debtor a higher rate of interest than the banks charged TKA
In addition, TKA's |loans fromthe banks had a fixed maturity,
while TKA' s | oans to the debtor were payable on demand. Unli ke

the case in Jeffrey Bigel ow Design Goup, the debtor did not

recei ve equi val ent value and the debtor's creditors were
pl ai nly worse off because of this arrangenent.
After considering the totality of the circunstances,

the court determ nes that the debtor received no benefit from
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its paynent of additional interest to TKA and that TKA had no
legitimate basis to charge the debtor a greater rate of
interest than it was itself obligated to pay. Looking at the
paynment fromthe perspective of the creditors, it is clear that
the debtor's value was proportionately di m nished by these
paynments. The court concludes, therefore, that the interest
upcharge of one percent was for |ess than a reasonably

equi val ent value to the debtor. 1In so concluding, the court
notes that the determ nation of whether a debtor has received

| ess than a reasonably equivalent value is fact intensive and
that the court's conclusion here is necessarily limted by the
facts before it. There may very well be circunstances,
different than those that took place here, that would justify a
parent conpany's charge to its subsidiary of an additiona

i nterest conponent when it nakes available to its subsidiary
the proceeds of its borrowings froma third party.

The situation is slightly different with respect to
the debtor's interest and "profit" paynents to M&D. The
interest rate to be paid on that obligation was determned in
the confirnmed plan. That plan evolved fromprotracted
negoti ati ons and was supported by the creditors and approved by
the court. The confirnmed plan provided that all unsecured
clainms that were paid nore than 90 days after the date of
confirmation would be paid interest at the rate of nine
percent. The debtor paid M&D $138,500 on July 6, 1989,

including $17,499.38 in interest and "profit," even though the
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paynment was made within 90 days of the date of confirmation
The defendants offered no explanation for the debtor's paynent
of interest and "profit" in derogation of the confirnmed plan.
The court concludes that this paynent of interest and "profit"
was part of the principals' general schenme to skimnonies from
t he debtor for the benefit of the individual defendants.
Accordingly, the court determi nes that the debtor received no
benefit for its July 6, 1989, paynent to M&D of interest and
"profit."

The debtor nade a second paynent to M&D on Decenber
29, 1989, in the anpbunt of $301,006.17. That paynent i ncl uded
$6,624.17 in interest. As the court stated in Section |IV.H. 2.
above, the debtor included in this paynent |less interest than
it was required to pay under either the confirmed plan or the
M&D note. ' Accordingly, the debtor did not receive |ess than
a reasonably equivalent value for its Decenber 29, 1989,
paynment of interest on the M&D note.

(5) Paynents to TKA of guaranty
fees on the C&S line of credit.

Finally, the debtor paid guaranty fees to TKA on its
notes denom nated as supporting TKA's obligation to C&S. TKA
distributed the fees to the guarantors on the C&S |ine of
credit: Morrow, Angle, and Wodward. The debtor itself had no
liability to C&S for TKA's obligation, either as obligor or as
guarantor. There was no legitinmate reason, therefore, for the

debtor to pay these fees. The debtor derived no benefit from
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the paynents. |In addition, the plaintiff's accounting expert,
McCarthy, testified that the fees were excessive and
unreasonabl e in anmount. Al though TKA was unable to offer any
expl anation for these fees, it is clear that TKA was sinply
used as a neans to conceal the debtor's paynent of guaranty
fees to the individual guarantors. By washing these paynents

t hrough the parent conpany, the principals were less likely to
excite the attention of Liberty and the debtor's trade
creditors that would have resulted from di scl osing specific and
i ndi vi dual paynents to the principals in the debtor's financi al
st at ement s.

Looki ng at the debtor's paynents of interest
upcharges and guaranty fees to TKA fromthe creditors
perspective, it is clear that these paynents di m nished the
assets of the debtor. It is equally clear that the debtor did
not receive an equival ent benefit to conpensate it for the
dimnution of its assets. These paynents did not enhance or
pronote the debtor's business operations. To the contrary,
each paynent increnmentally and proportionately drained the
I'ifeblood of the debtor by diverting nonies that were urgently
needed for the operation of the debtor. At the sane tine that
TKA was charging the debtor premuminterest rates and guaranty
fees, the debtor was operating at a | oss and was severely
undercapitalized. The debtor was required to borrow repeatedly
to support its operations. |Its future was in considerable

doubt and the only hope the debtor had was that the 1989
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Chri stmas season sales woul d exceed by a substantial margin
past sales records. It is clear that TKA charged these
addi tional interest upcharges and guaranty fees to the debtor
as a neans to ensure that the sharehol ders of TKA obtained a
return on their investnent, regardless of the ultinmte success
or failure of the debtor.

(6) Sunmmary.

In sunmary, the court determ nes that the debtor
recei ved a reasonably equivalent value for all paynents to TKA
and M&D of principal, for its paynent to M&D of interest on
Decenber 29, 1989, and for its paynent to TKA of |oan fees and
costs. The court determ nes that the debtor did not receive a
reasonably equi val ent value for its paynents to TKA of the
interest or guaranty fees and for its paynent to M&D of
interest and "profit" on July 9, 1989.

v. Insolvency at the tine of the
t ransfers.

The final "badge of fraud" inplicated in this case is
the debtor's insolvency, either at the tine of or as a result
of the transfer. This badge of fraud is another el enent
required to prove constructive fraud pursuant to Section
548(a) (1) (B) of the Bankruptcy Code and Section 726. 106,
Florida Statutes. Perhaps because of the devastating effect of
i nsol vency when transfers are considered, courts have found it
to be "one of the nost inportant factors” in the determ nation

of actual fraud. Liebersohn v. Zisholtz (In re Martin's
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Aquarium 1Inc.), 225 B.R 868, 876 (Bankr. E.D. Pa. 1998)["The

i ssues of adequacy of consideration and insolvency of the
transferor . . . are 'the nost significant' of the badges,"

(quoting Inre Main, Inc., 213 B.R 67, 79 (Bankr. E.D. Pa.

1997), aff'd in part and rev'd & remanded in part on other

grounds, 226 B.R 140 (E.D. Pa. 1998))].

The court previously determned in Sections V.C. 2.e.
and V.C. 3.c. above that the debtor was insolvent at all tines
after the confirmation of Toy King I and through the filing of
Toy King I'l. Accordingly, this inportant badge is present as
to all transfers at issue here.

vi. Summary.

Appl yi ng the "badges of fraud" enunerated in Levine
to the facts of this case, each transfer inplicates at |east
t hree badges. The debtor's paynents of principal and | oan fees
to TKA and of principal to M&D were insider transfers that the
debtor and its principals concealed. The debtor nade these
transfers while the debtor was insolvent. The debtor's
paynments of interest upcharges, guaranty fees, and "profit" to
TKA and M&D were transfers to insiders that the debtor and its
principals either conceal ed or nade for | ess than reasonably
equi val ent value. The debtor also nmade these transfers while

t he debtor was insol vent.
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b. Subjective evaluation of the debtor's
notive

"Al t hough the Court may nmake inferences fromthe
obj ective facts surrounding the transfer[s], such as the
traditional 'badges of fraud,' the Court cannot find intent
wi t hout al so making a 'subjective evaluation of the debtor's

motive.'" Sullivan, 161 B.R at 780 (quoting Jeffrey Bigel ow

Design G oup, 956 F.2d at 484). The court can "exam ne both

the intent of the bankrupt and the intent of the transferee. A
fraudul ent intent on either party enables the [plaintiff] to

avoid the transfer.”" Ward v. Southern Land Title Corp. (In re

Southern Land Title Corp.), 474 F.2d 1033, 1038 (5'" Cir. 1973)

(citing 4 Collier on Bankruptcy, T 67.37 (15'" ed. 1967)).

"Fraudul ent intent does not require an intent to run the
conpany aground; it requires nerely an intent to hinder or
defraud creditors.” Roco, 701 F.2d at 984.

For exanple, in Roco, the court held that a buy out
transaction that |eft the debtor insolvent was fraudulent. 1Id.
In that case, the father transferred his share of the conpany
to his son in exchange for periodic paynents. The court found
that the father intended to secure a steady retirenent incone
at his prior salary level at the expense of the conpany's
creditors. |Id.

Simlarly, in Hoffman Associates, 194 B.R at 960-61

the court found that the actions of the principal were intended
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to defraud creditors to the benefit of the debtor's parent
conpany and the principal personally. 1In that case, upon the
death of a partner of the debtor, the parent conpany took over
the business to wnd it up. The remaining principal of the
debtor was also a principal of the parent conpany. The
princi pal "executed a plan that would allow himto receive
paynment on his debt the nonment the Debtor had any excess cash.”
Id. at 960. As a consequence of this plan, "[o]ther creditors,
wi th the notabl e exception of those who would have had cl ai ns
against [the principal] personally based on his guarantees of
the Debtor's obligations, were left with no recourse.” 1d. at
960-61. The court found that the principal was operating the
debtor's business "for the purpose of 'orchestrating the
corporations so that his debt, both personally and as [the
parent corporation], was satisfied first.'" 1d. at 955.

The court reaches a simlar conclusion in this case
after considering all of the evidence and testinony and the
totality of the circunstances. The facts of this case
overwhel m ngly support the conclusion that the principals of
t he debtor, Morrow, Angle, and King, orchestrated and conducted
a schenme that favored their individual and personal interests
and prejudiced the trade creditors.

Morrow and Angl e were sophisticated busi nessnen and
both were trained and had previously worked as certified public
accountants. In addition, Mdrrow had been in the business of

eval uating and acquiring distressed conpanies for alnpost ten
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years. Al though not an accountant, King had many years of
experience in the retail toy industry and was know edgeabl e
about the ups and downs involved in operating a retail toy

busi ness. Consequently, Mrrow, Angle, and King were all fully
able to appreciate both the potential and the risks involved in
operating Toy King. Each was privy to information about the
condition and status of Toy King, including its true worth, its
true liabilities, and its actual operations.

The principals, individually or together, conceal ed
the actual financial condition of the debtor fromthe trade
creditors and represented the debtor as having a substantially
greater net worth than was the case for the purpose of
obtaining maxinumtrade credit. At the same tine, Mrrow and
Angl e, through TKA and M&D, charged the debtor bogus fees
dressed up as interest, guaranty fees, and "profit" that were
intended to ensure that, whatever the ultimate future of the
debtor, TKA, M&D, and their shareholders would receive a return
on their investnent.

When it becane clear that the debtor would not
survive as an independent entity, Mrrow and Angl e caused the
debtor to nmake principal paynents on all obligations to TKA
that were tied to notes that they had personally guaranti ed.

In addition, Mrrow caused the debtor to pay the outstanding
M&D note in derogation of the subordination agreenent. As a
consequence of these paynents, each one of which was nade prior

to its actual due date, there was insufficient noney remaining
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in the debtor to pay trade creditors as those obligations
becanme due. Through these actions, the principals inposed on
the trade creditors the risk of loss traditionally reserved for
t he sharehol ders.

The defendants directly inplicated in this fraudul ent
schenme, Mrrow, Angle, and King, have justified their actions,
to the extent that they have defended themat all, as sinple
busi ness judgnents nade in response to the exigent
circunstances of the debtor. These defendants have offered no
evi dence that woul d support such an i nnocuous explanation for
their actions, and the court does not credit it.

Al t hough the court conceivably could reach a
different result if each transfer were considered individually
and in a vacuum the evidence clearly supports a concl usion
that the principals' actions in effectuating all of the
transfers at issue in this proceeding were part of a "general
fraudul ent plan which nust be viewed in its entirety." Pepper

v. Litton, 308 U S. 295, 312 (1939). See also, M-S/ Sun Life

Trust-H gh Yield Series v. Van Dusen Airport Services Co., 910

F. Supp. 913, 934 (S.D. N.Y. 1995)["[A]ln allegedly fraudul ent
conveyance nust be evaluated in context; where a transfer is
only a step in a general plan, the plan nust be viewed as a

whole with all its conmposite inplications.” (quoting Or v.

Kinderhill Corp., 991 F.2d 31, 35 (2d Gr. 1993))].

The evidence in this case clearly shows a consi stent

and sust ai ned course of dealing between TKA or M&D and t he
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debtor, perpetrated and condoned by the debtor's principals,
whi ch was intended to hinder, delay and defraud creditors and
inure to the benefit of insiders. The facts of this case
epitom ze what fraudulent transfer law is designed to prohibit:
"placing the assets of a financially ailing corporation where

i nsiders can reach them but creditors cannot." Pirrone v.

Toboroff (Vaninman International, Inc.), 22B.R 166, 181 (Bankr.

E.D. NY. 1982). In the words of the Sugarman court, the
debtor was a "noribund [toy retailer] whose inevitable
financial dem se was lucratively delayed . . . by insiders who
financed its life support system at the expense of unsuspecting
[trade creditors] who were | eft holding the bag when the plug
was pulled by the onset of these involuntary bankruptcy
proceedi ngs." Sugarman, 926 F.2d at 1249.

c. Concl usi on.

Accordingly, the court determnes that the plaintiff
has established by a preponderance of the evidence that each
transfer at issue here satisfies the elenents of Section
548(a) (1) (A) of the Bankruptcy Code and Section 726. 105,
Florida Statutes, and was a fraudul ent transfer actually
intended to hinder, delay, or defraud creditors.

3. Constructive fraud.

a. | nt roducti on.

The purpose of Section 548(a)(1)(B) is to provide a

test of constructive, as opposed to actual fraud. Section 548
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of the Bankruptcy Code, Fraudulent transfers and obligations,
permts the avoi dance of:

(a)(1) . . . any transfer of an
interest of the debtor in property, or any
obligation incurred by the debtor, that
was made or incurred on or within one year
before the date of the filing of the
petition, if the debtor voluntarily or
involuntarily --

* * * %

(B)(i) received less than a
reasonably equival ent value in
exchange for such transfer or
obl i gation; and

(1i)(l') was insolvent on the
date that such transfer was nade or
such obligation was incurred, or
becane insolvent as a result of such
transfer or obligation;

(I'l') was engaged in
busi ness or a transaction, or was
about to engage in business or a
transaction, for which any property
remai ning with the debtor was an
unreasonably small capital; or

(1) intended to incur,
or believed that the debtor would
i ncur, debts that would be beyond the
debtor's ability to pay as such debts
mat ur ed.

"If the required elements of this provision are established, a

concl usive presunption of fraud arises.” Pittsburgh Cut

Flower, 124 B.R at 456 (citing 4 Collier on Bankruptcy 1

548. 03 at 548-550 (15'" ed. 1990)).
Section 726.106, Florida Statutes, is the state |aw
equi val ent to Section 548(a)(1)(B) of the Bankruptcy Code.**

It is substantially the sane as the federal |aw except that it
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may be used only to benefit a "creditor whose clai marose
before the transfer was made." 1d. dearly, the debtor
incurred trade debt as part of its ordinary operations

t hroughout the pendency of Toy King | and inmediately
thereafter. This trade debt was posted as a liability on each
of the debtor's bal ance sheets. There can be no questi on,
therefore, that the plaintiff's clains arose before the
transfers at issue in this case. Accordingly, the court wll
consider the federal and the state clains together.

In anal yzing the clains of fraudulent transfer in
relation to the elenments of Section 548(a)(1)(B) of the
Bankrupt cy Code and Section 726.106, Florida Statutes, as to
each transfer the court reaches the sane concl usions on the
el ements described bel ow for the same reasons as the court
described in Section V.D.2.a.iv. and Section V.D. 2.a.v. above:

Section 548(a)(1)(B)(i): the debtor received a
reasonably equi val ent value for its paynments to TKA of
principal, its paynent to TKA of | oan fees and costs, and its
paynment to M&D of principal and its Decenber 29, 1989, interest
paynment on the First Union dividend clains.

The debtor, however, received | ess than a reasonably
equi val ent value for its paynent to TKA of interest at a rate
t hat exceeded the rate paid by TKA, for its paynent of guaranty
fees, and for its paynment to M& on July 6, 1989, of interest

and "profit" on the First Union clains.
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Section 548(a)(1)(B)(ii)(l): the debtor was

i nsol vent when each transfer was nmade.

b. Unreasonably snall capital.

In addition, the court determnes that the plaintiff
has al so satisfied the requirenents of Section
548(a) (1) (B)(ii)(lIl) as to each transfer because the debtor had
an unreasonably small capital for its operations fromthe date
of the confirmation of Toy King I and through the filing of Toy
King I'l. "It nmust be renenbered that '[u] nreasonably small
capitalization need not be so extrene a condition of financial
debility as to constitute equitable insolvency . . . ." Mirphy
v. Meritor Savings Bank (Inre ODay Corp.), 126 B.R 370, 407

(Bankr. WD. Pa. 1989) (quoting Metro Communi cations, 95 B.R

921, 934 (Bankr. Mass. 1991) rev'd on other grounds, 945 F.2d

635, 650 (3d Cir. 1991)). "'[U]nreasonably snall
capitalization enconpasses financial difficulties which are
short of equitable insolvency or bankruptcy insolvency but are
likely to lead to sone type of insolvency eventually.'" 1d.

As stated in Section IV.F. 2. above, the court
credited McCarthy's opinion that the debtor had an unreasonably
smal | capital when Toy King I was confirned and at all tines
thereafter. At the tinme Toy King | was confirnmed, the debtor
had no nore than $10,000 in capital. Al other capital listed
on the debtor's bal ance sheets was either phantomequity or

disguised liabilities. 1In either case, this other equity was
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unavail able to the debtor to subsidize its operations during
the |l oss nonths. The debtor needed an equity base to carry it
t hrough the prol onged period that the debtor expected to
operate at a |oss. Because the debtor had i nadequate capital,
it was forced to borrow repeatedly to augnent its revenues
during the | oss nonths.

For all these reasons, the court concludes that the
debtor had an unreasonably small capitalization for its

antici pated operations for each of the transfers in issue.

cC. Sunmmary.
To prevail, the plaintiff is required to satisfy only

one of the three elenents of Section 548(a)(1)(B)(ii). As just
shown, the plaintiff has satisfied the first two. There is no
need, therefore, for the court to consider Section
548(a) (1) (B)(ii)(I11).*t

In the circunstances, the plaintiff has established
by a preponderance of the evidence that all of the transfers at
issue, with the exception of those noted bel ow, were
constructively fraudul ent pursuant to Section 548(a)(1)(B) of
t he Bankruptcy Code and Section 726.106, Florida Statutes. The
transfers that are not constructively fraudul ent are the
paynments to TKA of principal and | oan fees and costs and the
paynents to M&D of principal and the paynent to M&D on Decenber
29, 1989, for interest on the First Union claim These
paynents are not constructively fraudul ent because these

paynments were for reasonably equivalent value within the

236



meani ng of Section 548(a)(1)(B)(i). Thus, the plaintiff has
failed to establish this necessary el enent of constructive
fraud for those transfers.

4. Summary.

As the foregoing describes, the plaintiff has proven
by a preponderance of the evidence that each transfer at issue
in this proceeding satisfies all of the elenents of Section
548(a) (1) (A) of the Bankruptcy Code and Section 726. 105,
Florida Statutes, and is a fraudulent transfer. Al though the
plaintiff has failed to establish that sonme of the transfers
are constructively fraudul ent under Section 548(a)(1)(B) of the
Bankruptcy Code and Section 726. 106, Florida Statutes, the
plaintiff did establish that these transfers were actually
fraudul ent .

Accordingly, the court determ nes that the debtor
made fraudul ent transfers when it made paynents to TKA of
principal, interest upcharges and guaranty fees and when it
made the July 6, 1989, paynent of "profit" and the Decenber 29,
1989, paynent of principal and interest to MD

E. LIABILITY OF TRANSFEREES OF AVAO DED TRANSFERS

1. Introduction.

The court determned in Sections V.C. and V.D. above
that nmany of the transfers at issue in this proceeding are
avoi dabl e under Sections 547 or 548 of the Bankruptcy Code.
The court nust now determ ne which defendants are |iable for

t hese avoided transfers. Section 550 of the Bankruptcy Code
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governs the question of liability for transfers avoi ded under
Sections 547 and 548 of the Bankruptcy Code.
Section 550(a) provides, in pertinent part,
t hat :
[ T] he trustee may recover, for the benefit
of the estate, the property transferred,
or, if the court so orders, the val ue of
such property, from--
(1) the initial transferee
of such transfer or the entity for
whose benefit such transfer was
made; or

(2) any immediate or nediate
transferee of such initial transferee.

"[S] ection 550 prescribes the liability of a
transferee of an avoided transfer, and enunci ates the
separation between the concepts of avoiding a transfer and

recovering fromthe transferee.” Huffrman v. Commerce Security

Corp. (In re Harbour), 845 F.2d 1254, 1255-56 (4'" Gir. 1988)

(quoting H.R_Rep. No. 595, 95'" Cong., 1%' Sess. 375 (1977),

reprinted in 1978 U S.C. C. AN 5787-5876, 6331).
"The structure of the statute separates initial
transferees and beneficiaries, on the one hand, from'immedi ate

or nediate transferee[s]', on the other."” Bonded Fi nanci al

Services, Inc. v. European Anerican Bank, 938 F.2d 890, 895

(7" Cir. 1988).
Under Section 550, liability of the initial
transferee and beneficiaries is strict; the statute provides no

"good faith" defense to these recipients. The initial
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transferee and beneficiaries, therefore, nmay not defend from
ltability by claimng "good faith." 1d. Immedi ate or nedi ate
transferees, however, are afforded a "good faith" defense. |Id.

2. Who are the initial transferees?

a. The conduit theory.

The debtor nade all paynents at issue in this case to
TKA or M&D. There is no dispute that M&D is the initial
transferee of the debtor's paynents on the First Union dividend
and the M&D subordinated note. Wth regard to the debtor's
paynments to TKA, however, all defendants argue that TKA is not
an initial transferee but nerely a conduit to Liberty and C&S.
As such, TKA seeks to insulate itself fromliability for al
preferential and fraudulent transfers nade to it. In addition,
if TKA were a conduit, Liberty would be strictly |liable as an
initial transferee and would be unable to defend fromliability
using the "good faith" defense. '

"The conduit theory has been devel oped by the courts
in an effort to avoid unfairness that mght result fromthe

literal application of 550(a)." Billings v. Key Bank of U ah

(Inre Ganada, Inc.), 156 B.R 303, 306 (C. D. Utah 1990).

Chi ef Judge Cardozo | ong ago explained the rationale for this

[imted exception in Carson v. Federal Reserve Bank of New

York, 172 N E. 475, 482 (N.Y. 1930):

The person to be charged with liability,
if he has parted before the bankruptcy
with title and possessi on, nust have been
nore than a nere custodi an, an
internmediary or conduit between the
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bankrupt and the creditor. Directly or

indirectly he nust have had a benefici al

interest in the preference to be avoi ded,

the thing to be reclai ned.

The conduit exception is "supported by basic fairness
as well as public policy considerations: regardless of the
| ack of qualifying |language in 8 550(a), the broadest
application of the concept of 'transferee' under it would
i nappropriately subject mere stakehol ders, bailees, and
internmediaries to liability, where they had never stood to gain
personally fromthe funds nonentarily in their possession.”

Leonard v. First Commercial Mirtgage Co. (Inre Crcuit

Al liance, Inc.), 228 B.R 225, 233 (Bankr. D. M nn. 1998).

"Generally, "mere conduits' hold transferred funds via escrow,
trust, or deposit, and do so only in the status of comerci al
or professional internediaries for the parties that actually
hold or receive a legal right, title, or interest.” I1d. The

conduit has no legal entitlenent to the funds. Food & Fibre

Protection, 168 B.R at 420.

For exanple, the court in Metsch v. First Al abama

Bank of Mbile, N.A (In re Colonbian Coffee Co.), 59 B.R 643,

646 (Bankr. S.D. Fla. 1986), determ ned that the defendant bank
was a mere conduit for the avoided transfer. The court wote:

[ The bank] no | onger holds the debtor's
property. It nmerely served as a comrerci al
conduit enployed by the transferor in
moving its property to another corporation.
Its role in this transfer was

i ndi stinguishable fromthat of a nmessenger,
t he postal service, a common carrier, a
war ehouse, or a broker. It derived no
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benefit fromthe transfer, other than its

customary fee for its banking services. It

was granted no discretion with respect to

t he disposition of the property entrusted

toit. It could not have refused to foll ow

the debtor's instructions.

Id. at 645.

Typically, a conduit is a commercial enterprise that
has handl ed the debtor's transfer to a third party consi stent
with its normal handling of other commercial transactions.

Har bour, 845 F.2d at 1257. Commerci al banks are the nost
preval ent exanple of conduits, although steanship agents, real
estate escrow and title conpanies, securities or investnent
brokers, and attorneys have al so been found to be conduits.

See, e.qg., Malloy v. Citizens Bank of Sapulpa (In re First

Security Mrtgage Co.), 33 F.3d 42, 44 (10'" Gir. 1994)[bank

acted only as a financial intermediary]; Kaiser Steel

Resources, Inc. v. Jacobs (In re Kaiser Steel Corp.), 110 B.R

514, 520-21 (D. Colo. 1989)[ bank was financial internediary
that facilitated conversion of the debtor's stock and therefore

was not the initial transferee]; Col onbian Coffee Co., 59 B.R

at 646 [bank that received transfers to be deposited into

custoner's account was a "comrercial conduit"]; Salonon v.

Nedl loyd, Inc. (In re Black & Geddes, Inc.), 59 B.R 873, 875

(Bankr. S.D. N. Y. 1986)[steanship agent that received nonies
froma freight forwarder to be paid over to comon carrier was

a conduit]; Inre Moskowitz, 85 B.R 8, 11 (E.D. NY.

1988)[titl e conmpany was an "innocent conduit of funds in a
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comercial transaction"]; Kupetz v. United States, Interna

Revenue Service (Inre Wllianms), 104 B.R 296, 299 (Bankr.

C.D. Calif. 1989)["Escrow conpany is nerely a conduit through
whi ch funds flow froma purchaser to a seller . . . ."]; Keller

v. Blinder (In re Blinder, Robinson & Co.), 162 B.R 555, 562

(D. Colo. 1994)[securities broker "nmerely follows the
instructions of shareholders in transferring funds held in the
accounts it services" and thus is not an initial transferee];

Poonja v. Charles Schwab & Co. (In re Donmnion Corp.), 199 B.R

410, 415 (Bankr. 9'" Gir. 1996)[stock brokerage firmwas an

intermediary or conduit]; Gopper v. Unitrac. S.A (Inre

Fabric Buys of Jericho, Inc.), 33 B.R 334, 337 (Bankr. S.D.

N.Y. 1983)[law firm"acted as a nere conduit of funds" fromthe

debtor to the creditor]; Security First National Bank v.

Brunson (In re Coutee), 984 F.2d 138, 141 (5'" Cir. 1993)[! aw

firmheld proceeds of personal injury lawsuit "nerely in a
fiduciary capacity"” for the debtors].

At bottom all of these cases involve an innocent and
uninvolved link in the chain between the debtor and the
ultimate reci pient of the avoided transfer. The conduit
exception protects the innocent and uninvolved link fromstrict
liability for the avoided transfer and places that liability on
the next link in the chain. Under the conduit exception,
therefore, "a conduit does not constitute an initial transferee
under 8 550(a). Instead, a creditor who received a preference

paynment froma conduit is liable as an initial transferee" and
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cannot therefore utilize the defenses provided in Section

550(b) for subsequent transferees. Ganada, 156 B.R at 306.
A sinplistic exanple of a conduit m ght be Western

Uni on. Suppose A transfers cash to Western Union to wire to B

Western Union acts nerely as the carrier of the funds.

Assum ng the transfer of the funds is an avoi dabl e transfer,

Western Union is a nmere conduit who should not be |iable for

t he avoidable transfer. The conduit exception, therefore,

i gnores Western Union and nmaekes B, the ultimate recipient, the

initial transferee for liability purposes.

b. Who is a conduit?

Qur court of appeals has adopted the dom ni on and

control test first advanced in Bonded Fi nanci al Services, 838

F.2d at 893-96, to determ ne whether a transferee is a conduit.

See Nordberg v. Societe Generale (In re Chase & Sanborn Corp.),

848 F.2d 1196, 1202 (11'" Cir. 1988)[hol ding that a bank that
received funds froma debtor was a nere conduit of the funds
bet ween the debtor and the bank's custonmer and had no control
over the funds]. To establish that the transferee has dom nion
and control of the avoided transfer under this test, the
transferee nust have an unfettered right to use the funds for

its own purposes. GCrcuit Aliance, 228 B.R at 232.

Some courts, including our court of appeals, have
al so found the absence or presence of a creditor-debtor
relationship to be a significant factor in determ ning whether

a transferee is a conduit. See, e.qg., Chase & Sanborn, 848
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F.2d at 1201 [court noted that, although the defendant had
technically beconme the debtor's creditor, "no real debtor-

creditor relationship"” existed]; Lowy v. Security Pacific

Busi ness Credit, Inc. (In re Colunbia Data Products, Inc.), 892

F.2d 26, 28 (4'" Gir. 1989)["Wwen a creditor receives nobney
fromits debtor to pay a debt, the creditor is not a nere

conduit."]; Bonded Financial Services, 838 F.2d at 893 [I]n

determ ning that the defendant was not a conduit, the court
poi nted out that the defendant "received nothing from|[the
debtor] that it could call its own; the [defendant] was not
[the debtor's] creditor . . . ."].

These cases establish the inportance of the
transferee's retention of the avoided transfer when considering
the availability of the judicially created conduit exception to
transferee liability. Wen the transferee is a creditor, or
has a business relationship with the debtor, and it receives a
transfer that is applied to its own debt, the transferee cannot
be a conduit. This is true because, in its essentials, the
avoi ded transaction is a two party transfer -- where A pays B
to satisfy A's debt to B -- and not a three party transfer --

i ke the Western Uni on exanpl e where A pays Western Uni on who
then pays B. The liability for the avoi ded transfer,
therefore, is with the second party -- B, not Western Union.

This point is made in Bonded Financial Services when

the court distinguished its case with a hypothetical case. In

Bonded Fi nanci al Services, the debtor sent a transfer to the
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bank with specific instructions to deposit it into its
principal's personal account. The principal then made a
paynment from his account to the bank in satisfaction of his
personal obligation to the bank. The court contrasted this
situation, where it found that the bank was a sinple conduit
bet ween the debtor and the principal, with a hypothetical case
in which the debtor sends a transfer to the bank with
instructions to apply it directly to the principal's obligation

to the bank. 1d. at 893. The Bonded Fi nancial Services court

noted that the latter case would result in the attachnment of
liability to the bank as the initial transferee.
This case parallels the hypothetical scenario used by

t he Bonded Fi nanci al Services court. TKA had a cl ose busi ness

relationship with the debtor and was a creditor. Each paynent
that the debtor made to TKA was on account of its own debts to
TKA. TKA had conpl ete dom ni on and control over those nonies
when TKA received them Although TKA el ected to use the nonies
it received fromthe debtor to nake paynents on its own
obligations to Liberty and C&S, it did so on different terns
and on different dates than those involved in the debtor's
paynents to TKA. In sone nonths, for exanple, there was a two
week del ay between TKA' s receipt of the debtor's paynent and
its own paynment to Liberty or C&S. TKA also received nore
interest fromthe debtor than it paid to Liberty or C&S. Thus,
TKA had dom nion and control over each transfer it received

fromthe debtor. The debtor's paynents to TKA were, therefore,
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two party transfers and not three party transfers as is the
case when the conduit exception is inplicated. See also,

Ri chardson v. Federal Deposit Insurance Corp. (Inre M

Bl ackburn Mtchell, Inc.), 164 B.R 117, 125-26 (Bankr. N.D.

Calif. 1994).

Two reported decisions are squarely on point with the
facts in this case. In Ganada, 156 B.R at 308, the court
refused to apply the conduit exception as a neans to fix strict
l[tability on the defendant bank for avoi dable transfers made to
it by partnerships involving the debtor. |In that case, the
debtor was the general partner of the defendant partnerships
and, as part of its operations, upstreaned or downstreaned
moni es in and out of the partnerships, as needed. Before its
bankruptcy filing, the debtor sent nonies to the defendant
partnerships that the partnerships in turn used to pay down
bank debts of the partnerships. The principal of the debtor
was a guarantor of these paid debts. Wen the court found the
transfers to be avoidable, the trustee sought to hold the bank
liable for the avoided transfers as an initial transferee. The
trustee argued that the partnerships were sinply conduits
bet ween the debtor and the bank because the debtor determ ned
when and how nuch noney to upstream or downstream between the
debtor and the partnerships. The court rejected the trustee's
position, however, because the partnershi ps had dom ni on and

control over the nonies they received fromthe debtor. |Id.
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Simlarly, in this case, TKA had dom nion and control over the
nmonies it received fromthe debtor.

In Erie Marine Enterprises, Inc. v. Nationsbank, N. A

(Inre Erie Marine Enterprises, Inc.), 216 B.R 529, 536

(Bankr. WD. Pa. 1998), the debtor subsidiary sought to invoke
the conduit exception by claimng that the non-debtor parent
conpany was a conduit for paynents nmade to the bank by the
debtor. The parent conpany naintained a line of credit with
the bank that it used, in part, to support the subsidiary's
operations. The subsidiary was a guarantor on the bank's | oan
and pl edged its accounts receivable as security for the |oan.
Id. at 531-33. Both the subsidiary and parent conpany had
common managenent. The parent made informal bookkeeping
entries to track the nonies it nmade available to the debtor for
its operations. In turn, the parent conpany nmade equi val ent
debits for nonies it received fromthe debtor or the debtor's
custoners resulting fromthe debtor's operations. The parent
conpany used the nonies received fromthe debtor to pay down
its own indebtedness to the bank. 1d.

On these facts, the court found the parent conpany
was the initial transferee of the debtor's transfers and not a
mere conduit. 1d. at 536. The court concluded that the debtor
meant to pay down its own i ndebtedness to the parent when it
made the transfers at issue. The court noted that the parent
did not segregate or "ear-mark" the nonies it received fromthe

debtor for paynent to the bank. 1d. The parent had "conplete
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dom ni on and control over the nonies and the Debtor retained no
interest or control.” 1d. The court also noted that, although
the parent elected to use the debtor's nonies to honor its
obligations to the bank, it was free to use the nonies in any
way it chose. There was no business rel ationship between the
debtor and the bank, and the debtor was not a party to the
parent's obligation to the bank. 1d. Al of these facts

caused the court to conclude that the parent conpany was "a
creditor of the Debtor and not nerely an agent or conduit who
hel d funds for an undisclosed principal." Id.

Al of the facts upon which the court's decision in

Erie Marine Enterprises turned are present in this case. TKA

had unfettered and unrestricted dom nion and control over al

of the nonies it received fromthe debtor. It was not
constrained by law or contract inits ability to use those
monies in any way it deenmed appropriate. TKA had a close

busi ness relationship with the debtor and was a significant
creditor. TKA applied the paynents it received fromthe debtor
to the debtor's obligations to it. The debtor was not a party
to TKA's transactions with Liberty and C&. Cdearly, therefore
TKA was not a conduit.

c. Equitable considerations.

Finally, the court notes that the conduit exception
i s based upon equitable principles, as the cases nake cl ear.
It is intended to protect innocent transferees fromliability

for avoided transfers that the transferee received and
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processed in good faith. It is inplicit, therefore, that the
"def endant nmust not [itself] have acted inequitably, i.e., in
bad faith." Harbour, 845 F.2d at 1257. The facts of this case
anply denonstrate, as the court concluded in Section V.D.

above, that the adjectives "innocent" and "good faith" cannot
be used in connection with TKA's relations with the debtor.
Accordingly, TKA is precluded on equitable grounds from
obtaining the protection of the conduit exception.

d. Concl usi on.

In sunmary, the court concludes that TKA was not an
i nnocent transferee of the debtor's paynents. More
inportantly, all of the foregoing clearly denonstrates that TKA
was the initial transferee of the debtor's paynents to it
rather than a conduit.

The court concludes, therefore, that the plaintiff
has established that TKA and M&D are initial transferees of the
avoi ded transfers within the nmeaning of Section 550(a)(1).
Because an initial transferee may not use Section 550(b) of the
Bankruptcy Code to defend fromliability for an avoi ded
transfer, TKA and M&D are strictly liable for all avoi ded
transfers found by the court in Sections V.C. and V.D.
respectively.

3. Wio are the beneficiaries or i mmedi ate
transferees of the transfers?

The court determned in the preceding section that

TKA and M&D are the initial transferees of the avoi ded
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transfers. The court nust now determ ne whether the remaining
defendants are also |iable under Section 550 for the avoi ded
transfers. Section 550(a)(2) allows the plaintiff to pursue

t he subsequent transferees, as the imediate or nedi ate
transferees, for avoided transfers so |l ong as the chain of

possessi on can be established. See M Bl ackburn Mtchell, 164

B.R at 126 [the "focus when analyzing who is a transferee, is
on the flow of funds"].?*?

In this case, TKA paid to Liberty principal,
interest, and |loan fees on the Liberty and Ni ntendo | oan
obligations with nonies that it received fromthe debtor. TKA
paid to Morrow, Angle, and Wodward guaranty fees with nonies
that it received fromthe debtor. MD paid to Mrrow, Angle,
and Wodward principal, interest, and "profit" paynments with
monies that it received fromthe debtor on July 6, 1989. MD
paid to Morrow and Whodward principal and interest paynents
with nonies that it received fromthe debtor on Decenber 29,
1989. The position of these defendants as inmmedi ate
transferees within the neaning of Section 550(a)(2) is
t heref ore apparent.

The record contains no evidence that the remaining
def endants, King, Hunsaker 11, Hunsaker 111, and Ranney,
received either noney or benefit flowing fromthe avoi ded
transfers nmade by the debtor to TKA and M&D. The court,

therefore, concludes that the plaintiff has failed to establish
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that these defendants are transferees wthin the nmeani ng of
Section 550(a)(1) or (2) of the Bankruptcy Code.

4. Liberty's "good faith" defense to transferee

liability.
a. | nt roducti on.

In the preceding section, the court determ ned the
l[itability of all defendants for the transfers avoi ded as
preferences and as fraudulent in Sections V.C. and V.D. above.
Li berty, however, has asserted the defense of "good faith" as

4 As shown in Section

toits liability for these transfers.®
V. E. 3. above, these are the debtor's paynents to TKA on account
of the Liberty and N ntendo | oans.

Section 550(b)(1) allows a subsequent transferee to
avoid liability for avoided transfers nmade to it if received in
"good faith." Section 550(b) prohibits the plaintiff from
recovering under Section 550(a)(2) from

(1) a transferee that takes
for value, including satisfaction
or securing of a present or
ant ecedent debt, in good faith,
and w t hout know edge of the
voi dability of the transfer
avoi ded; or

(2) any immediate or nediate
good faith transferee of such
transferee.

As the proponent of the defense, Liberty has the

burden of proving each of the elenents. Leonard v.

Mount ai nwest Financial Corp. (In re Wualey), 229 B.R 767, 776

(Bankr. D. M nn. 1999).
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b. Ws Liberty a transferee who took for
value, in good faith, and w thout
know edge of the voidability of the
transfers?

i | nt roducti on.

"A[plaintiff] may not recover from a subsequent
transferee who 'takes for value, including satisfaction
of a present or antecedent debt, in good faith, and w thout
knowl edge of the voidability of the transfer avoided.'" Bonded

Fi nanci al Services, 838 F.2d at 896. Section 550(b) "l eaves

with the initial transferee the burden of inquiry and the risk
if the conveyance is fraudulent. The initial transferee is the
best nonitor; subsequent transferees usually do not know where
the assets canme fromand woul d be ineffectual nonitors if they
did." 1d. at 892-93. The defendant nust establish all three
el ements of the "good faith" defense in order to avoid
l[iability for the avoided transfer.
ii. For val ue.

The first elenent that Liberty nust establish is that

it provided value for the avoided transfer. As the Bonded

Fi nanci al Services court pointed out, "[t]he statute does not

say 'value to the debtor'; it says 'value.' A natural reading
| ooks to what the transferee gave up rather than what the
debtor received." 1d. at 897. In this case, Liberty provided
val ue because it nmade all of the nonies fromthe Liberty and
Ni ntendo | oans avail able to TKA. Each of the paynents that

Li berty received from TKA was i n paynent of those antecedent
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obligations, whether for interest or principal, as discussed
earlier in Sections IV.F.1 and I1V.G 5. Accordingly, Liberty

gave value and therefore satisfies this first elenent of the

def ense.
iii. Good faith.
The second el ement that Liberty nust establish is
that it received the transfers in good faith. "The phrase

‘good faith' in [Section 550(b)] is intended to prevent a
transferee fromwhomthe trustee could recover from
transferring the recoverabl e property to an i nnocent

transferee, and receiving a transfer fromhim that is,

"washi ng' the transaction through an innocent third party. In
order for the transferee to be excepted fromliability . . . he
hi msel f nust be a good faith transferee.” 1d. at 896 (quoting

H. R. Rep. No. 95-595, 95'" Cong. 2d Sess. 376 (1978), reprinted

in 1978 U S.C C. A N 5876-77, 6332). Stated another way, "an
absence of fraudulent intent does not nean that the transaction
was necessarily entered into in good faith. The |lack of good
faith inports a failure to deal honestly, fairly and openly."

G eenbrook Carpet, 22 B.R at 90.

The question of whether Liberty showed good faith in
its dealings with TKA and the debtor is a close one, especially
when considered in the context of the affirmative bad faith
evi denced by the actions of Mdirrow, Angle, and King,
perpetrated through TKA, M&D, and the debtor. Liberty entered

into the Liberty and Nintendo | oan transactions with TKA and
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the debtor as part of its normal commercial operations. See
Har bour), 845 F.2d at 1257 [The "likeli hood of bad faith on the
defendant's part is | essened where the defendant is a
commercial enterprise handling transactions in a routine
fashion."]. Liberty negotiated the terns and conditions of
those |l oans at arns-length from TKA and the debtor. Liberty
performed its obligation to give nonies to TKA, and all of

t hose nonies were used for the debtor's direct benefit.

Li berty neither sought nor received a profit or reward from

t hose transactions that was in excess of what any bank in the
i ndustry woul d expect in the sane circunstances.

Li berty held a security interest in the debtor's
inventory and thus was in a superior position to the debtor's
other creditors in the event TKA defaulted on its obligations.
The debtor's internal balance sheets at all tines between the
closing of the Liberty loan and the filing of Toy King |
showed the debtor's inventory as having a value far in excess
of Liberty's potential clains. Liberty had a reasonable
expectation, therefore, that its clains could be satisfied by
the debtor's inventory. Liberty did not appear to be "junping
t he queue" or seeking an unfair advantage when it received
TKA's paynents on the Liberty and Nintendo | oans in advance of
the Toy King Il filing. Looking at these facts, one could
easily conclude that Liberty acted in good faith inits

relations with TKA and t he debtor.
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There is a mssing elenent in the above recitation,
however, that fundanentally infects Liberty's apparent good
intentions. That elenent is Liberty's failure to act prudently
or in conpliance with its own requirenents as contained in the
commtnent letter when it closed the Liberty | oan w thout
verifying that the debtor had a net worth of $2 mllion.
Liberty simlarly failed to act prudently when it closed the
Ni nt endo | oan before the parties executed the note and on terns
that were inconsistent and worse than the terns and conditions
that the senior | oan conmttee had approved. "Venerable
authority has it that the recipient of a voidable transfer may
| ack good faith if he possessed enough know edge of the events
to induce a reasonabl e person to investigate." Bonded

Fi nanci al Servi ces, 838 at 897-98.

Li berty had nore than enough know edge of the events
surrounding the debtor's transfers to TKA to induce a
reasonabl e person to investigate. For exanple, Liberty knew or
shoul d have known that the debtor did not have $2 mllion in
equity after Toy King | was confirnmed and before the Liberty
| oan closed, in violation of the requirenents of the comm tnent

| etter. ®®

Li berty al so knew that the $1 million capital
contribution that the debtor posted as a stock subscription
receivable in its assets and as paid-in capital inits
sharehol ders' equity was to conme from proceeds of the Liberty
| oan. Liberty knew or shoul d have known that TKA coul d not

make that capital contribution in the way and in the anount
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represented. Liberty knew or should have known before it
closed the Liberty loan that TKA could not nake a capital
contribution in the debtor of nore than $200,000 fromthe
proceeds of that |oan.

Most inportantly, Liberty had a contractual
obligation to investigate the debtor's financial condition, at
| east to the extent of obtaining an accountant's opinion letter
verifying the debtor's net worth. Had Liberty insisted on the
Touche Ross opinion |etter, Touche Ross would have identified
and addressed the other anonalies and inconsistencies in the
debtor's pro forma described in Section IV.D.3. above. As the
court concluded in Section IV.D. 4 above, Touche Ross woul d have
been unable to opine that the debtor had $2 mllion in equity.

Accordi ngly, Liberty knew or should have known
i mredi ately after the Toy King confirmation that the debtor was
i nadequately capitalized for its operations and that TKA woul d
not and could not provide additional capital to the debtor in
any significant anount.

Certainly, by the tine Liberty closed the Ni ntendo
| oan, it was apparent that the debtor was in serious
difficulties. Al of the surrounding circunstances of that
| oan transaction evidence Liberty's recognition that the debtor
was in critical need of operating funds. Thus, Liberty had
even nore reason to investigate the debtor's financi al

condition before making the Nintendo |oan. Had Liberty

256



investigated, it would have easily discerned that the debtor
was severely undercapitalized at that point.

At the sane tinme, Liberty knew that the Touche Ross
pro forma, the Liberty commtnent letter incorporated into the
debtor's confirnmed plan, and the debtor's internal bal ance
sheets all created the illusion that the debtor was solid, if
not secure. Liberty knew that these papers would be
di ssem nated and used by trade creditors in nmaking credit
decisions in favor of the debtor. Liberty further understood
that the inventory the debtor acquired with its trade credit
woul d secure TKA's obligation to Liberty. 1In short, Liberty
knew that trade creditors would ship inventory into its lien
and subordinate their own clains to Liberty in reliance on the
Touche Ross pro forma, the conmtnent letter, and the debtor's
bal ance sheets.

That is exactly what occurred. The debtor's trade
creditors did not have access to the critical information
available to Liberty of TKA's inability to nake a capital
contribution in the debtor fromthe proceeds of the Liberty
| oan, the debtor's chronic cash flow problens, and the debtor's
difficulty in obtaining adequate N ntendo inventory. Because
the trade creditors relied upon the Touche Ross pro forma, the
commitnment letter, and the debtor's internal bal ance sheets,

t hey believed that the debtor had sufficient substance and net
worth to operate through the Christmas season with a reasonabl e

expectation of paying its trade debt soon after.
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The trade creditors nmade their credit decisions in
reliance on these docunents. The trade creditors relied upon
t he docunents in part because they understood that the form and
subst ance of those docunents had been verified and validated as
a condition of the Liberty loan. The trade creditors shi pped
inventory into Liberty's |lien because they believed that
Li berty had adequately performed its due diligence in making
the Liberty loan. In fact, Liberty had not.

By the tine Liberty received its principal paynments
from TKA on the Liberty and Ni ntendo | oans, Liberty knew that
the debtor was unable to pay all its debts and could no | onger
support its operations. Although Liberty was in a superior
position to the debtor's trade creditors because of its secured
position, Liberty's security arose, in part, as a consequence
of its own failure to adequately investigate the debtor's
financial condition at any point fromthe early negotiations on
the Liberty loan through the filing of Toy King I1.*® On these
facts, Liberty cannot be said to have been acting "fairly or
openly” inits relations with TKA and the debtor.

For all of these reasons, the court concl udes that
Li berty has failed to carry its burden of persuasion on this
el ement; Liberty has not shown that it was acting in good faith
when it received TKA' s paynents of interest and principal on
the Liberty and Nintendo | oans that were paid with the debtor's

noni es.
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iv. Wthout know edge of voidability.

The third and final elenment that Liberty nust
establish is that it did not have know edge of the voidability
of the transfers nmade to it. "No one supposes that 'know edge
of voidability' neans conpl ete understanding of the facts and
recei pt of a lawer's opinion that such a transfer is voi dabl e;
sone | esser know edge will do."” 1d. at 898. "'Know edge' is a
stronger termthan 'notice.'" 1d. The w thout know edge
requirenent is not satisfied "if the transferee knew facts that
woul d | ead a reasonabl e person to believe that the property

[transferred] was recoverable.” Gove Peacock Plaza, 142 B.R

at 520. In G ove Peacock Plaza, the court found that the

def endant bank was "fully aware of the debtor's financi al
condition and the potential for a bankruptcy petition.” 1d.

Simlarly, in Geenbrook Carpet, 22 B.R at 91, the court held

that a creditor's know edge of insolvency created an inference
of bad faith

In both of the foregoing cases, the creditor had
reason to know that the debtor was then or soon to be

insolvent. 1In the Geenbrook Carpet case, for exanple, the

creditor had received a bal ance sheet that denonstrated that
the debtor was insolvent. 1d. at 91. Simlarly, in the Gove

Peacock Pl aza case, the debtor was in default on its debt and

was actively negotiating wth the bank that was its | argest

creditor. G ove Peacock Plaza, 142 B.R at 520. Because t he

creditors in these cases received paynents originating fromthe
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debtors at a tinme when they had know edge of the debtors
i nsol vency or imm nent insolvency, they were charged with
knowl edge of the voidability of the transfers.

| nsol vency is, of course, only one of the elenents
necessary to establish the voidability of a transfer under
Sections 547 or 548 of the Bankruptcy Code. It is, however,
the el ement nost susceptible to ready discovery by a
creditor.™ Thus, if the creditor has know edge of the
debtor's insolvency when it receives a voidable transfer from
the initial transferee, the creditor is charged with know edge
of the voidability of that paynent.

In this case, Liberty nust be charged with know edge
of the debtor's insolvency dating from Novenber 26, 1989.
Morrow and Angle met wth Horne on Novenmber 17, 1989, and
informed himat that tinme that the debtor would post a | oss for
the year and would therefore be unable to nmake any paynent on
the Liberty loan principal. The debtor's Novenber 26, 1989,
bal ance sheet clearly denonstrated the debtor was insol vent
excluding the paid-in capital originating fromthe "quasi-
reor gani zati on" accounting convention.'® The November 26,
1989, bal ance sheet posted an accrued | oss of $1, 235, 647.81 and
liabilities of $6,033,357.78, totaling $7,269, 005.59, wth
assets of only $6,724,594.97, leaving a shortfall to be
absorbed by shareholder's equity of $544,410.62. \Watever the
propriety of using the "quasi-reorgani zati on" accounting

convention at the tine of the Toy King | confirmation, by
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Novenber 26, 1989, Liberty could not have had any reasonabl e
belief that the paid-in capital originating fromthat
accounting convention represented realizable equity in the
debtor. Stated another way, Liberty was conversant enough with
the debtor's financial affairs to know that there was no
"capital" in the debtor to offset its chronic and protracted

| osses, notw thstanding the paid-in capital shown on the
debtor's bal ance sheet. Accordingly, Liberty nmust be charged
w th know edge of the debtor's insolvency.

For these reasons, the court concludes that Liberty
has failed to carry its burden of persuasion on this el enent.
Li berty has not established that it was w thout know edge of
the voidability of the transfers when it received TKA's
paynments of principal and interest on the Liberty and N ntendo
| oans on or after Novenber 26, 1989.

c. Concl usi on.

As the foregoing describes, Liberty has failed to
prove by a preponderance of the evidence each of the el enents
required to except Liberty fromliability as a good faith
transferee. Accordingly, the court finds that Liberty is
liable for the preferential and fraudul ent transfers nade by
the debtor to TKA and ultimately to Liberty on account of the
Li berty and N ntendo | oans.

5. Summary.

For the foregoing reasons, the court finds that the

plaintiff has established by a preponderance of the evidence
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that TKAis the initial transferee, within the neaning of
Section 550(a)(1) of the Bankruptcy Code, of the debtor's
transfers of principal, interest, and guaranty fees nmade in
paynment of TKA's obligations on the Liberty |oan, the N ntendo
| oan, and the C&S |line of credit and avoi ded as both
preferential and fraudulent in Sections V.C. and V.D. above.***
The court also finds that the plaintiff has established by a
pr eponderance of the evidence that M&D is the initial
transferee, within the neaning of Section 550(a)(1l) of the
Bankruptcy Code, of the debtor's transfers of principal,
interest, and "profit" made in paynent of the First Union
di vi dends and the subordinated note to the extent that they
were avoi ded as both preferential and fraudul ent in Sections
V.C. and V.D. above.'®

The court further determnes that the plaintiff has
established by a preponderance of the evidence that Liberty was
an imedi ate transferee, within the neaning of Section
550(a)(2), of the debtor's transfers of principal and interest
on the Liberty and Nintendo |loans to the extent they were
avoi ded as preferences and fraudul ent transfers in Sections
V.C. and V.D. above.'®

The court also determnes that the plaintiff has
establ i shed by a preponderance of the evidence that Morrow,
Angl e, and Whodward are i medi ate transferees, wthin the
meani ng of Section 550(a)(2), of the debtor's transfers of

principal, interest, guaranty fees, and "profit" to the extent
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they were avoided as preferential or fraudulent transfers in

Sections V.C. and V.D. above, as follows: %

Morrow, Angle, and
Whodward are the i medi ate transferees of the debtor's paynents
of guaranty fees to TKA, Morrow, Angle, and Whwodward are the
i mredi ate transferees of the debtor's paynents of principal,
interest and "profit" to M& on July 6, 1989; Morrow and
Whodward are the imredi ate transferees of the debtor's paynents
of principal and interest to M&D on Decenber 29, 1989.

Finally, the court determines that the plaintiff has
failed to establish by a preponderance of the evidence that
Ki ng, Hunsaker 11, Hunsaker 111, and Ranney are initial or
i mredi ate transferees within the meani ng of Section 550(a) (1)
or (2) of any of the debtor's transfers found to be

preferential or fraudulent in this proceeding.

6. Liability under Florida | aw.

The court determned in Section V.D. above that many
of the transfers at issue here were fraudul ent transfers under
Sections 726.105 and 726.106, Florida Statutes.® The court
must now determ ne which defendants are |iable for these
avoi ded transfers. Sections 726.108 and 726. 109, Florida
Statutes, govern the question of liability for transfers
avoi ded under state | aw.

Section 726.108, Florida Statutes, provides, in

pertinent part, that:
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(1) I'n an action for relief against a
transfer or obligation under ss. 726.101-
726.112, a creditor, subject to the
limtations in s. 726.109 may obtain:

(a) Avoi dance of the transfer or
obligation to the extent necessary to
satisfy the creditor's claim

In addition, Section 726.109, Florida Statutes,
provides, in pertinent part, that:

(2) Except as otherwi se provided in this

section, to the extent a transfer is

voi dable in an action by a creditor under

S. 726.108(1)(a), the creditor may

recover judgnent for the value of the

asset transferred, as adjusted under

subsection (3), or the anount necessary

to satisfy the creditor's claim

whi chever is less. The judgnment nay be

ent ered agai nst:

(a) The first transferee of the asset or

the person for whose benefit the transfer

was nmade; or

(b) Any subsequent transferee other than

a good faith transferee who took for

val ue or from any subsequent transferee.

I n anal yzing the defendants' liability under these
statutes, the court adopts its reasoning and conclusions with
respect to the defendants' liability under Section 550(a)(1)
and (2) of the Bankruptcy Code as set forth in the previous
portions of this Section V.E. above. Accordingly, the court
concludes that the plaintiff has established the defendants’

l[iability under Florida | aw as foll ows:
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TKA and M&D are the first transferees of the

transfers avoi ded under Sections 726. 105 and 726. 106, Florida

St at ut es.
Li berty, Mrrow, Angle, and Wodward, are
subsequent transferees other than good faith transferees who

took for value of the transfers avoi ded under Sections 726.105
and 726.106, Florida Statutes.

Ki ng, Hunsaker 11, Hunsaker 111, and Ranney are
not first or subsequent transferees within the neaning of
Section 726.109(2)(a) or (b), Florida Statutes.

Under Section 726.109(2), Florida Statutes, a
conplaining creditor is limted in its recovery to the extent
of its claimor the value of the avoided transfer, whichever is
less. Here, the plaintiff asserts clains under Florida |aw for
the benefit of all unsecured creditors of the debtor, with
aggregate clains that exceed in dollar anmount the avoi ded
transfers. The plaintiff is therefore entitled to recover from
the defendants only in the amount of the value of the transfers
avoi ded as fraudul ent under Sections 726.105 and 726. 106,
Florida Statutes. Accordingly, the court determ nes that the
plaintiff may recover the value of the transfers avoided in
Section V.E. 5. above, from TKA™ and M&D'*® as initi al
transferees, and Liberty, *®® Mrrow, **" Angle, and Wodward as

subsequent transferees.
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F. OIHER STATE LAW CLAI M5

1. | nt roducti on: Secti on 544.

The unsecured creditors conmttee seeks relief on a
nunber of state |aw theories pursuant to Section 544(b) of the
Bankruptcy Code. Section 544(b) provides that the trustee, or
the commttee in this case, "may avoid any transfer of an
interest of the debtor in property or any obligation incurred
by the debtor that is voidable under applicable | aw by a
creditor holding an unsecured claimthat is allowabl e under
section 502 of this title."

The unsecured creditors conmttee seeks noney damages
or equitable relief on a variety of state |aw clains.' The
commttee asserts that Liberty, TKA, and MD breached the
confirmed plan. The commttee asserts that the individual
def endants caused the debtor to nmake dividend distributions to
the debtor's shareholders at a tinme when it was insolvent. The
commttee asserts that the individual defendants breached their
fiduciary duties to the debtor. The conmttee asserts that
Li berty ai ded and abetted the individual defendants in their
breach of fiduciary duties to the debtor. The commttee seeks
to di scharge the debtor's contingent liability as guarantor on
the Liberty loan on the ground that the N ntendo | oan increased
the debtor's risk on that loan. The commttee al so urges
clainms of contribution and subrogation agai nst the individual
guarantors and Liberty on the basis of the debtor's paynents on

the Liberty and Nintendo loans. Finally, the commttee seeks
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to recover damages for the debtor's paynents of rent and sal ary
expenses prior to the filing of Toy King Il that were for the
benefit of non-debtor conpanies or in excess of the val ue

recei ved.

2. Breach of the Toy King | confirned plan.

a. | nt roducti on.

The unsecured creditors commttee seeks to recover
nmoney damages from Li berty, TKA, and M&D for various all eged
breaches of the confirmed plan. General principles of contract
| aw apply to these clains regardl ess of whether the clains
ari se under Florida state |law or federal common | aw.
Accordingly, to recover on a claimfor breach of contract, the
plaintiff nmust prove by a preponderance of the evidence the
exi stence of the contract, a breach of that contract, and

damages flowng fromthe breach. Knowes v. CI.T. Corp., 346

So.2d 1042, 1043 (Fla. 1% DCA 1977).
A confirmed plan is a contract, approved by the
court, that involves matters of offer, acceptance, performance,

and other contract principles. In re RBS Industries, Inc., 115

B.R 419, 421 (Bankr. D. Conn. 1990); In re L&Y Realty Cornp.

76 B.R 35, 37 (Bankr. E.D. N. Y. 1987). See also Townsend, 187

B.R at 235 ["Confirmation of a chapter 11 plan discharges the
debts provided for in the plan and creates new contract ual
rights between the Debtor and the creditors based on the

provi sions of the confirmed plan."]. As the court wote in

Section V.B.1. above, a breach of the confirmed plan is
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actionable if the responsibility for the breach can be laid at
t he door of one or nore of the defendants in this proceedi ng
because each is a party to the confirnmed plan. The confirned
plan is binding on all parties even if it is contrary to
bankruptcy law, unless confirmation is successfully appeal ed,
revoked, or otherw se set aside. Sullivan, 153 B.R at 751.
No party sought to nodify, revoke, or set aside the confirned
plan. It therefore became a final and binding contract.
Accordingly, the court determnes that the plaintiff has
established the first elenment of its breach of contract clains.
The comm ttee seeks damages for a nyriad of breaches
of the Toy King | confirmed plan by Liberty, TKA, and M&D. 1In
this regard, it is helpful to renenber that the court has
authorized the commttee to bring the debtor's clains agai nst
others on the debtor's behalf. Thus, it is the debtor's breach

of contract clains that the conmttee asserts rather than the

commttee's or creditors' own clains. In certain
circunstances, the debtor's clains -- as a trustee under the
Bankruptcy Code -- are derived fromcreditors, and thus the

clainms of the debtor and the creditors are sonetines identical.
In the circunstance of common | aw cl ai ns, such as breach of
contract, however, the debtor's clains arise only fromits
position as an entity and not derivatively fromcreditors.

Al t hough the commttee is bringing the debtor's breach of
contract clainms, the clains it asserts are defined by the

debtor itself rather than by creditors generally.
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b. Dd Liberty breach the confirned plan?

i | nt roducti on.

The plaintiff asserts that Liberty breached the
confirmed plan in two ways. First, the plaintiff says that
Li berty breached the confirnmed plan when it nade the Liberty
| oan despite the debtor's lack of $2 mllion in equity and the
bank's | ack of an opinion letter by Touche Ross attesting to
the debtor’s net worth. Second, the plaintiff asserts that
Li berty breached the confirnmed plan when it nade the Ni ntendo
| oan.

ii. Mking the Liberty | oan.

As determned in Section V.B.1. above, the confirnmed
pl an included the ternms of the commtnent letter. Liberty was
bound, therefore, to abide by all material provisions of the
commtnment letter regardl ess of whether those provisions were
ultimately incorporated into the final |oan docunents when
Li berty made the loan. The commtnent letter required that TKA
obtain an opinion letter from Touche Ross that verified the
debtor's equity immedi ately follow ng the Toy King |
confirmati on. The Touche Ross opinion letter was a
precondition to the Liberty | oan.

It is without dispute that Liberty nmade the Liberty
| oan wi thout requiring that TKA obtain an opinion letter from
Touche Ross. This was clearly a breach of the confirmed pl an.
Al though the plaintiff has not fully articulated its theory of

damages for this breach, the plaintiff generally asserts that
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Li berty's breach of the confirmed plan caused the debtor to
incur trade debt that it could not pay. Thus, the plaintiff
appears to be making the followi ng argunent: Liberty had a
contractual obligation to ensure that the debtor was adequately
capitalized to the extent of $2 mllion before it funded the

Li berty loan. Had Liberty perforned that obligation, it would
have ascertained that the debtor was inadequately capitalized

and woul d have rightfully refused to nake the | oan. See End of

t he Road Trust on behalf of Fruehauf Trailer Corp. v. Terex

Corp. (In re Fruehauf Trailer Corp.), 2000 W. 776829 [viol ation

of net worth covenant constitutes a material default]. See

al so Johnson v. Anerican National |nsurance Co., 613 P.2d 1275,

1278 (Ariz. App. 1980)["Courts have generally treated the terns
and conditions of a |loan comm tnment as conditions precedent to
the lender's obligation to perform"]. Wthout the Liberty
| oan funds, the debtor would have been unable to make its plan
paynments under the confirned plan and woul d have |i qui dated
rather than continue in operation. As a consequence, the
debtor woul d not have incurred additional trade debt. The
plaintiff thus seeks damages in the anmount of the debtor's
unpaid trade debt at the tine Toy King Il was filed.

"The judicial renedi es avail abl e agai nst one who has
commtted a breach of contract are damages, restitution and

specific performance.” Beefy Trail, Inc. v. Beefy King

International, Inc., 267 So.2d 853, 856 (Fla 4'" DCA 1972).
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The plaintiff in this case does not seek restitution or
specific performance. Instead, the plaintiff seeks damages.

"The purpose of damages is to put the injured party
in as good a position as he would have occupi ed had the

contract been fully perforned.” 1d. at 857. |In Beefy Trail,

the court explained the alternatives by which a non-breaching
party can be nmade whol e as foll ows:

If a party seeks the renedy of
damages two alternative nethods for
determ ning recovery are available: (1)
he may prove the gains he would have nade
had the defendant performed in full as
the contract required subtracting
therefromthe costs of the operations
necessary to realize those gains, i.e.,
the injured party may seek lost profits
and in such case the interest he seeks to
protect is his "expectation interest”;

(2) he may omt an attenpt to show | ost
profits and prove instead his actual
expendi tures nmade before the repudiation
or nonperformance by the defendant

i nsof ar as those expenditures were
reasonably to have been foreseen, i.e.,
expenditures made in preparation for
performance or in part performance and in
such case the interest the plaintiff
seeks to protect is his "reliance
interest”.

Id. at 856.
The plaintiff's theory fits nost readily into the

category of reliance damages. *®

The plaintiff suggests that
the debtor incurred trade debt in reliance on Liberty's
performance of all of its obligations under the conmm tnent
letter, including verification of the debtor's net worth.'"

This position is patently untenable for several reasons.
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First, the debtor had direct know edge of its
financial condition that was i ndependent of any Touche Ross
opinion letter. |Indeed, the information that Touche Ross would
have used in drafting an opinion letter was information that
woul d of necessity cone fromthe debtor. The debtor knew
better than anyone, therefore, that it was inadequately
capitalized and in a precarious financial position. The debtor
did not rely upon Liberty for verification of its financial
condi tion.

Second, even if the debtor relied upon Liberty to
fully performall its obligations set forth in the comm tnent
letter and operated its business under that prem se, the debtor
knew on June 18, 1989, that Liberty would not in fact require
the opinion letter. The debtor, therefore, could not have
continued to reasonably rely on Liberty's performance after the
| oan was cl osed and the proceeds were distributed. Stated
anot her way, the debtor's trade debt incurred after the Liberty
| oan cl osed would not qualify as "actual expenditures nmade
before the repudi ati on or nonperformance" by Liberty. Id.

Third, even if the debtor were entitled to recover
its unpaid trade debt as reliance damages for Liberty's breach
of contract, the debtor would be limted in its recovery
because the debtor failed inits obligation to mtigate its

damages. See, e.qg., Gaphic Associates, Inc. v. Riviana

Restaurant Corp., 461 So.2d 1011, 1014 (Fla. 4'" DCA 1984)[ The

"duty to mtigate damages, prevents a party fromrecovering
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t hose damages inflicted by a wongdoer which the injured party
'coul d have avoi ded wi t hout undue ri sk, burden, or

humliation."" (quoting Restatenent (Second) of Contracts 8§

305(1) (1979)]. If the debtor relied upon Liberty to confirm
that it had an adequate degree of equity to permit it to incur
debt w thout concern for default, then it could have and shoul d
have refused to incur such debt when it becane apparent that
Li berty woul d not confirmthe debtor's equity.

Finally, the court notes that Liberty perfornmed all
of its other obligations on its |oan commtnent. Mbst
inportantly, Liberty provided to TKA and ultimately the debtor
the nonies that were to be | oaned under the Liberty |oan
commitnment. All parties agree that the debtor used these
monies to pay its Toy King |I plan dividends and to fund its
ongoi ng busi ness operations. The debtor, having enjoyed the
fruits of the bargain with Liberty, now conplains that the dea
shoul d not have been consummated at all. The difficulty in
successful ly advancing this position is evidenced by the
absence of a single published case the parties have cited or
the court could find in which a plaintiff conplains that a bank
made a loan to it and should not have.'™*

For all these reasons, therefore, the court concludes
that the plaintiff has failed to prove that Liberty damaged the
debtor when it breached the confirned plan by closing the

Li berty I oan without requiring or obtaining an opinion |letter
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from Touche Ross. Although Liberty should have obtained an
opinion letter, its failure to do so did not danage the
debt or . "2

The court concludes, therefore, that the plaintiff's
claimfor damages for Liberty's breach in not requiring an
opinion letter fails.

iii. Making the Ni ntendo | oan.

The second breach of which the plaintiff conplains is
Li berty's making of the Nintendo | oan. The plaintiff asserts
that Liberty made the N ntendo | oan w thout court approval and
in violation of the confirmed plan. Liberty does not dispute
that it did not seek court approval of the Ni ntendo | oan but
argues that no such approval was required.

A reorgani zed debtor is not subject to the control of
the court after confirmation unless the confirnmed plan

specifically provides for such control. John G Berg

Associates, Inc. v. Township of Pennsauken (In re John G Berg

Associates, Inc.), 138 B.R 782, 786 (Bankr. E.D. Pa. 1992)["A

bankruptcy is not 'forever;' after confirmation, a debtor nust
normal Iy 'go about its business w thout further supervision or

approval' from the bankruptcy court." (quoting Pettibone Corp.

v. Easley, 935 F.2d 120, 122 (7'M Gir. 1991))].

In this case, the debtor's plan in Toy King I
provided for the debtor's paynent of its prepetition clains
t hrough di vi dend paynents to each unsecured creditor in an

anount that represented 17.5 percent of each creditor's total
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allowed claim The plan itself nmade no specific provision for
or restriction of the debtor's operation of its ongoing

busi ness. The plan reserved the court's jurisdiction only for
t he purpose of enforcing the terns of the plan. Nothing in the
plan purported to limt Liberty's post-confirmation |ending.
The commtnent letter, incorporated into the confirmed plan,
prohi bited the debtor and TKA from borrowi ng froma source

other than Liberty without Liberty's witten consent.!’

More inportantly, Liberty did not make a |l oan to the
debtor, it made a loan to TKA. Because nothing in the
confirmed plan prohibited Liberty fromlending additional
anmounts to TKA, Liberty did not breach the confirnmed plan when
it made the Nintendo |oan.'™

iv. Concl usion.

For these reasons, the court concludes that the
plaintiff has failed to establish any contract claimas against
Li berty.

c. D d TKA breach the confirnmed plan?

i | nt roducti on.

The plaintiff asserts that TKA breached the confirned
plan in three ways. First, the plaintiff says that TKA
breached the confirmed plan when it failed to contribute $1
mllion of the Liberty loan as a capital infusion in the
debtor. Second, the plaintiff asserts that TKA breached the
confirmed plan when it required the debtor to pay |oan fees and

costs on the Liberty loan. Third, the plaintiff argues that
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TKA breached the confirnmed plan by taking distributions or
bonuses fromthe debtor, disguised as additional interest and
guaranty fees, that the commtnent |etter prohibited.

ii. Failing to nmake a $1 mllion
capital contribution.

The comm ttee says that TKA first breached the
confirmed plan when it failed to use $1 mllion of the Liberty
| oan proceeds to make a capital infusion into the debtor. TKA
argues in defense that the confirmed plan did not require any
such capital infusion. To be sure, the Toy King |I plan of
reorgani zation itself contained no provision for capitalizing
t he debtor, other than the $10, 000 stock subscription. As
stated previously in Section V.B.1. above, however, the
provisions of the conmtnment letter constituted terns of the
confirmed plan. The commtnent letter required TKA to use
$500, 000 of the Liberty |oan proceeds for the sole purpose of

maki ng a capital contribution into the debtor.'”

Clearly,
therefore, the confirmed plan required that TKA nake a capital
contribution to the debtor in at |east that anount.

The plaintiff argues that TKA was bound by the
confirmed plan to contribute at least $1 mllion. In making
this claim the commttee points to the Touche Ross pro forma
t he debtor's bal ance sheets, and the debtor's dealings with its
creditors. It is certainly true that the Touche Ross pro forma

and the debtor's bal ance sheets reflected that $1 mllion of

the Liberty | oan was provided as capital to the debtor. It is
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al so undoubtedly true, as discussed in Section V.D. 2. above,
that creditors of the debtor relied upon the debtor's
representations of its net worth, including that of a $1
mllion capital contribution, in their financial dealings with
the debtor. Wiile these facts may be relevant to a cl ai m based
upon fraud as the court discussed in Section V.D.2. above, they
are irrelevant to an action for breach of contract where the
terms of the contract nmust define the parties' obligations. O
necessity, the terns of the contract involved in this breach of
contract claimare limted to the ternms of the confirmed pl an;
that plan required TKA to contribute only $500, 000 of the

Li berty proceeds to the debtor as equity.!’®

Accordingly, the
court concludes that TKA breached the confirmed plan only to
the extent that it failed to make a capital contribution to the
debt or of $500, 000 of the Liberty |oan proceeds.

TKA's failure to nake this $500, 000 capital
contribution adversely affected the debtor's ability to
operate. Because TKA | oaned the noney to the debtor, rather
than nake it available as equity, the debtor was required to
make nonthly interest paynents to TKA and ultimately to repay
the principal. The debtor was thus burdened with | oan
repaynents at an unnecessarily high interest rate that
continued to drain its already stretched resources and
exacerbated its liquidity problens. In addition, the debtor

commtted its inadequate nonies to repay a debt that should

have been subordinate to the clains of the unsecured creditors.
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Accordingly, the court concludes that the plaintiff
has established by a preponderance of the evidence that TKA
breached the confirmed plan when it failed to nake $500, 000 of
the Liberty |loan available to the debtor as equity. The court
further concludes that the plaintiff has established by a
preponderance of the evidence that TKA damaged the debtor by
this breach of the confirmed plan in the amount of $531, 509. 47,
representing the $500, 000 TKA | oaned to the debtor and that the
debtor repaid and $31,509.17 representing the interest that TKA
collected fromthe debtor on the $500, 000.'’

iii. Charging fees and costs on the
Li berty | oan.

The comm ttee asserts as TKA' s second breach of the
confirmed plan its charge to the debtor of the Liberty | oan
fees and costs. The commtnent letter clearly states that TKA,
and not the debtor, is responsible for all fees and costs
associated wth the Liberty loan. |If the debtor paid these
fees to Liberty on TKA's behal f, then that perhaps would be a
breach of the confirmed plan. That is not, however, what
occurred. Liberty deducted the |oan fees and costs fromthe
principal inits first disbursenent to the debtor. TKA
remai ned obligated to Liberty, however, for the full amount of
the Liberty loan, including these | oan fees and costs. TKA, in
turn, included an ambunt denom nated as | oan fees and costs in
the principal due fromthe debtor on its obligations to TKA

The debtor paid | oan fees and costs to TKA on its own
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obligations, therefore, rather than to Liberty on the Liberty

| oan. Accordingly, the court concludes that TKA did not breach
the confirmed plan when it collected | oan fees and costs from

t he debtor.

iv. Charging interest upcharges and
guaranty fees.

As its third claimof breach of contract, the
commttee asserts that TKA breached the confirnmed plan when it
coll ected interest upcharges and guaranty fees fromthe debtor.
The comm ttee al so asserts that TKA breached the confirnmed plan
when it paid over to Morrow, Angle, and Wodward the guaranty
fees it collected fromthe debtor. The commttee argues that
t hese charges and paynents are in fact disguised dividends or
bonuses and thus prohibited by the confirmed plan. As the
court wote in Section IV.D. 4. above, the commtnent letter
prohi bited TKA and the debtor from making di vidend or bonus
di stributions without Liberty's consent other than for the
pur pose of maki ng paynents on the Liberty | oan.

The di sbursenents about which the plaintiff conplains
are these prohibited distributions. Yet the plaintiff is
bringing the debtor's breach of contract clains in this
adversary proceeding, not its own claims.'® Wth regard to
this breach of contract claim the debtor is in essence the
plaintiff and therefore conplains about its own actions.
Perhaps this mght make intellectual sense if the plaintiff

commttee had asserted that the debtor and TKA were a single
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enterprise on an alter ego basis or if the commttee had sought
to pierce TKA's corporate veil to hold TKA Iiable for these
acts of the debtor. None of the parties to this proceeding,
however, tried the case on such a basis. Indeed, the court,
based upon the positions urged by the parties, has carefully
di stingui shed between the debtor and TKA, has anal yzed their
positions separately, and has not treated themas a single
entity. In this proceeding, therefore, the plaintiff --
bringing the debtor's clains against others -- cannot be heard
to assert clains against the debtor itself. For these reasons,
the plaintiff's claimof breach on account of the debtor's
paynment of nonies contrary to the terns of the confirmed pl an
must fail. Accordingly, the court need not deci de whether the
debtor's paynents of interest upcharges and guaranty fees were
made in violation of the confirnmed plan.

TKA did, however, itself make pro rata paynents to
Morrow, Angle, and Whodward of the guaranty fees that it
collected fromthe debtor. Because it is undisputed that
Li berty did not consent to TKA maki ng any distributions other
than to pay the Liberty |oan, TKA breached the confirnmed plan
i f these paynents were dividends or bonuses. Mrrow, Angle,
and Wbodward defend TKA' s paynent of the guaranty fees as a
cost of borrow ng noney from C&S. They claimthat they
guarantied the C&S obligation and in turn TKA paid thema fee

for their assunption of risk on that debt.
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"A '"dividend' has been defined as a paynent to the

stockhol ders as a return upon their investnment." Alliegro v.

Pan Anerican Bank of Mam , 136 So.2d 656, 660 (Fla. 3d DCA

1962). Wiether a paynent constitutes a dividend is a "question
of fact to be determ ned by the Court and no one factor is

determnative.” Dunn v. United States, 259 F. Supp. 828, 835

(WD. kla. 1966)(citing Goldstein v. Conm ssioner of |nternal

Revenue, 298 F.2d 562, 566 (9'" Gir. 1962)).

In this case, TKA did not identify its paynents to
Morrow, Angle, and Wodward as dividends. It instead called
them guaranty fee paynents. However, "[[i]t has been
uni versally recogni zed that the nere fact that the
distributions are not called 'dividends' by the board of
directors of the corporation does not detract from such
di stributions being dividends within the neaning of the [aw "
Al liegro, 136 So.2d at 660.

TKA did not pay guaranty fees to all of its
shar ehol ders, nor were the paynents proportionate to the
recipients' pro rata share in the corporation. A
di sproportionate paynment does not, however, preclude the
paynent from being identified as a dividend payment. *° 1d. at

660-61 (citing Lincoln National Bank v. Burnet, 63 F.2d 131,

133 (D.C. Cir. 1933)).
After considering the totality of the circunstances,
the court concludes that TKA's paynents of guaranty fees to

Morrow, Angle, and Wodward were indeed disguised dividends or
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bonuses prohibited by the confirnmed plan. Two facts are
especially telling in the court's view. First, the debtor and
TKA made guaranty fee paynents during tinmes when the underlying
debt was paid in full and the individual guarantors were not at
risk. Second, in Septenber 1989, TKA increased the anount of
the guaranty fees it paid to Morrow, Angle, and Wodward even

° Taken in

t hough there was no change in the underlying debt.?*®
the context of the self-dealing by the individual defendants
and TKA and the overall financial situations of the debtor and
TKA described at length in this decision, these two facts weigh
heavily in favor of a conclusion that, when TKA made its
guaranty fee paynents to Morrow, Angle, and Wodward, it was
distributing its "profits" rather than renmunerating specific
sharehol ders for their participation as guarantors.

The court concludes, therefore, that TKA breached the
confirnmed plan when it nmade paynents of guaranty fees to
Morrow, Angle, and Wodward w thout Liberty's consent. The
plaintiff nmust next denonstrate that this breach of contract
damaged the debtor. Although TKA's wrongful paynent of
dividends to its insiders resulted in a direct dimnution of
monies in TKA, the debtor did not nake these paynents and the
debtor was not dimnished in any way by these paynents. As a
matter of law, therefore, the debtor suffered no danmage as a
proxi mate cause of these paynents by TKA. This failure to
establish the elenment of danmage defeats the plaintiff's claim

of breach for the paynent of these disguised dividends. The
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court concludes, therefore, that the plaintiffs cannot prevail
on this claim

V. Concl usi on.

In summary, the court concludes that TKA breached the
confirmed plan by failing to make the $500, 000 capital
contribution in the debtor and by charging $31,509.17 in
interest on the $500,000 loan. The plaintiff is therefore
entitled to recover this $531,509.17. The plaintiff's other
attacks on TKA for alleged plan breaches are neritless.

d. D d M&D breach the confirnmed plan?

The plaintiff asserts that M&D breached the confirned
plan when it required the debtor to pay interest and "profit"
to M&D in the anobunt of $17,499.38 on July 6, 1989. 1In
addition, the plaintiff asserts that M&D breached the confirned
pl an when it received the final paynent in the amount of
$301, 006. 17 fromthe debtor in satisfaction of the M&D
subordi nat ed note made in derogation of the confirnmed plan.

The plaintiff's breach of contract clains as to this
def endant nust fail for the same reason as the court stated in
Section V.F.2.c.iv. above. It was the debtor, rather than MD
who made the paynments in contention here. The plaintiff does
not seek in this proceeding to invoke the alter ego doctrine to
pi erce the corporate veil between M&D and the debtor. The
court, therefore, cannot hold M&D |iable for the debtor's
actions on a breach of contract theory. As a consequence, the

court need not address the issue of whether the debtor's
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paynents of interest and "profit" on July 6, 1989, or paynent
of the subordinated note on Decenber 29, 1989, were in
violation of the confirmed pl an.

e. Summary.

Based upon the foregoing, the plaintiff has proven by
a preponderance of the evidence that TKA breached the confirnmed
plan when it failed to nake avail abl e $500, 000 of the Liberty
| oan as a capital contribution to the debtor. The plaintiff
has al so established by a preponderance of the evidence that
TKA danaged the debtor in the anpbunt of $531,509.17 through
this breach of the confirnmed plan.

The plaintiff has failed to prove by a preponderance
of the evidence, however, that TKA breached the confirned plan
when it charged the debtor for |oan fees and costs in
connection with its obligations to TKA. The plaintiff has al so
failed to prove by a preponderance of the evidence that TKA
damaged the debtor when it made dividend distributions to
Morrow, Angle, and Wodward denom nated as guaranty fees.

Simlarly, the plaintiff has failed to prove by a
preponderance of the evidence that Liberty breached the
confirmed plan and/ or damaged the debtor when it nade the
Li berty and Ni ntendo | oans to TKA.

The plaintiff has also failed to prove by a
preponderance of the evidence that M&D breached the confirned
pl an when the debtor paid it interest and "profit" in excess of

the amount allowed in the confirnmed plan. Finally, the
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plaintiff has failed to prove by a preponderance of the
evi dence that MBD breached the confirnmed plan when the debtor
satisfied the M&D note in derogation of the confirnmed plan.

3. Paynent of dividends by an insol vent
cor poration.

The unsecured creditors commttee seeks to recover
damages from Morrow, Angle, and King on a theory that, in
vi ol ation of Section 607.06401, Florida Statutes, the debtor
made i nperm ssi bl e dividend distributions disguised as guaranty
fees and interest upcharges to its shareholders at a tinme when
t he debtor was insolvent. Section 607.06401(3), Florida
St atutes, provides that:

No distribution my be nmade if, after
giving it effect:

(a) The corporation would not be able to pay
its debts as they becone due in the usual
course of business; or

(b) The corporation's total assets would be
|l ess than the sumof its total liabilities
plus (unless the articles of incorporation
permt otherw se) the anmount that would be
needed, if the corporation were to be

di ssolved at the tine of the distribution,
to satisfy the preferential rights upon

di ssol ution of sharehol ders whose
preferential rights are superior to those
receiving the distribution.

The first issue that the court nust decide is whether
the debtor's paynments to TKA of guaranty fees and interest
upcharges were in fact disguised dividends. The court
determned in Section V.F.2.c.iv. above that TKA paid to its

shar ehol ders divi dends di sgui sed as guaranty fees. For the
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reasons stated in that section, the court determ nes that the
debtor's paynent of these guaranty fees to TKA were al so
di sgui sed di vi dends.

The court found in Section V.D.2.a.iv.(4) and
V.D. 3.a. above that the debtor did not receive an equival ent
value for its paynent to TKA of interest upcharges. The court
determ ned that the interest upcharges served no legitimate
busi ness purpose and were instead a neans for the debtor to
distribute nonies to its sharehol der, TKA  Accordingly, the
court concludes that the debtor's paynents of interest
upcharges to its sharehol der, TKA, were disguised dividends.

The court nust next determ ne whether the debtor's
paynments of dividends disguised as guaranty fees and interest
upcharges were i nperm ssible dividend paynents. In Sections
V.C.2.e. and V.C 3.c. above, the court found that the debtor
was insolvent at all tinmes between the confirmation of Toy King
| and the filing of Toy King Il. Accordingly, the plaintiff
has satisfied its burden of persuasion by a preponderance of
t he evidence that each and all of the debtor's paynents to TKA
of guaranty fees and interest upcharges were inpermssible
di vidends within the neaning of Section 607.06401, Florida
St at ut es.

Section 807.0831, Florida Statutes, provides the
statutory framework by which recovery may be sought from a
corporation's directors for the wongful paynent of dividends.

That statute, along wth Section 809.0830, Florida Statutes,
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forms the basis for a director's fiduciary duty to the
corporation. The plaintiff's clains of breach of fiduciary
duties are dealt with in the next section. Accordingly, the
court will determne Morrow, Angle, and King's liability for
the debtor's inpermssible paynents of dividends there.

4. Breach of fiduciary duties.

a. | nt roducti on.

The unsecured creditors commttee seeks to recover
nmoney damages from all individual defendants on the theory
that they breached their fiduciary duties as set forth in
Section 607.0830, Florida Statutes. Section 607.0830 sets
general standards for directors of corporations.'® The
court will therefore neasure the conduct of the debtor's

officers and directors by these standards.

b. Wodward, Hunsaker |1, Hunsaker |11,
and Ranney.
Wbodwar d, Hunsaker 11, Hunsaker 111, and Ranney were

neither officers nor directors of Toy King. They are not
accountabl e, therefore, as fiduciaries of the debtor under
Section 607.0830, Florida Statutes. Accordingly, the plaintiff
cannot prevail on its clainms for breach of fiduciary duties as
to Wodward, Hunsaker 11, Hunsaker |11, and Ranney.

c. Mrrow, Angle, and King.

i | nt roducti on.

Morrow, Angle, and King were officers and directors

of the debtor. Morrow was both an officer and director of the
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debtor for a period that preceded the filing of Toy King |I and
ran through the confirmation of Toy King Il. NMorrow,
therefore, was a fiduciary at all relevant tines.

Angl e was al so an officer and director of the debtor
during the pendency of Toy King I. Angle resigned his
positions with the debtor and sold his interest in TKA to
Morrow, however, on Decenber 23, 1989. Absence or resignation
does not necessarily sever a fiduciary's duty to the

corporation. Federal Deposit Insurance Corp. v. Barton, 1998

W 169696 at *5 (E.D. La.). Once the director or officer has
sold and transferred his stock, however, the director or
of ficer no |longer owes a continuing fiduciary duty to his

corporation. 18A Am Jur. 2d Corporations 8 769 (1985).

Accordingly, Angle's fiduciary duties to the debtor ceased on
Decenber 23, 1989, when he sold his interest in TKA to Mrrow
and resigned as an officer and director of the debtor.

King was an officer and director of the debtor during
t he pendency of Toy King | and through the filing of Toy King
1. He was al so, therefore, a fiduciary of the debtor at al
rel evant tines.

ii. The duties of care and |oyalty.

Morrow, Angle, and King each owed fiduciary duties to
the debtor and are subject to the mandates of Section 607.0830,

Florida Statutes. This statute provides that:
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(1) A director shall discharge his or her
duties as a director

(a) In good faith;

(b) Wth the care an ordinarily prudent

person in a like position would exercise

under simlar circunstances; and

(c) In a manner he or she reasonably

believes to be in the best interests of the

cor porati on.

These fiduciary duties are generally described as
the duties of care and the duty of loyalty, and they are
simlar in their basic essentials under the | aw of nost
states. "Each of these duties is of equal and independent

significance.”" Cede & Co. v. Technicolor, Inc., 634 A 2d

345, 367 (Del. 1993).
In MIls Acquisition Co. v. MacMIllan, Inc., 559 A 2d

1261, 1280 (Del. 1989), the court explained the inportance of
an officer or director's fiduciary duties of care and loyalty
as follows:

It is basic to our law that the board of
directors has the ultimate responsibility for
managi ng t he business and affairs of a
corporation. In discharging this function,
the directors owe fiduciary duties of care
and loyalty to the corporation and its

shar ehol ders .

The fiduciary nature of a corporate
office is imutable . :

Corporate officers and directors
are not permtted to use their
position of trust and confidence to
further their private interests.
Wil e technically not trustees,
they stand in a fiduciary relation
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to the corporation and its
shareholders . . . . This rule,

i nveterate and unconprom sing in
its rigidity, does not rest upon
the narrow ground of injury or
damage to the corporation resulting
froma betrayal of confidence, but
upon a broader foundation of a w se
public policy that, for the purpose
of renoving all tenptation,
extinguishes all possibility of
profit flowng froma breach of the
confidence inposed by the fiduciary
relation.

Id. (quoting Guth v. Loft, 5 A 2d 503, 510 (Del. 1939)).

CGenerally, an officer or director owes fiduciary
duties exclusively to the corporation's sharehol ders. Wen a
corporation becones insolvent, however, the officer or
director's fiduciary duties shift to the creditors of the

corporation. Guaranty Trust & Savings Bank v. United States

Trust Co., 103 So. 620, 622 (Fla. 1925)["The directors . . . of
an insolvent corporation occupy toward the creditors of the

corporation a fiduciary relation . . . ."]. See also Federa

Deposit I nsurance Corp. v. Sea Pines Co., 692 F.2d 973, 976-77

(4" Cir. 1982)[when a corporation beconmes insolvent, "the
fiduciary duty of the directors shifts fromthe stockhol ders to

creditors”]; Cticorp Venture Capital, Ltd. v. Commttee of

Creditors Holding Unsecured Cains (In re Papercraft Corp.),

211 B.R 813, 824 (WD. Pa. 1997)[upon insolvency fiduciary

duty of insider extended to creditors]; Brandt v. Hi cks, Mise &

Co. (Inre Healthco International, Inc.), 208 B.R 288, 300

(Bankr. D. Mass. 1997)["Wen a transaction renders a
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corporation insolvent, or brings it to the brink of insolvency,

the rights of creditors becone paranount."]; Geyer v. |ngersol

Publications Co., 621 A 2d 784, 787-88 (Del. Ch. 1992)["[T]he

fact of insolvency . . . causes the duty to creditors [tO]
arise"]. The shift in fiduciary duties fromthe sharehol ders
to the creditors that occurs upon the insolvency of the
corporation is sonetines referred to as the "insol vency
exception."

In Steinberg v. Kendig (In re Ben Franklin Retai

Stores, Inc.), 225 B.R 646, 653 (Bankr. N.D. IIll. 1998), aff'd

in part and rev'd in part, 2000 W. 28266, the court expl ai ned

the "insol vency exception"” as follows:

The economc rationale for the "insol vency
exception” is that the value of creditors
contract clains against an insolvent
corporation may be affected by the business
deci sions of nmanagers. At the sanme tine, the
clains of the sharehol ders are (at |east
tenporarily) worthless. As a result it is
the creditors who "now occupy the position of
resi dual owners."

Id. (quoting Christopher W Frost, "The Theory, Reality and
Pragmati sm of Corporate Governance in Bankruptcy

Reor gani zations", 72 The Am Bankr.L.J., 103, 108 (1998)).

In Ben Franklin Retail Stores, the court noted that

"[t]he possibility of insolvency can do curious things to
i ncentives, exposing creditors to risks of opportunistic
behavi or, and creating conplexities for directors.” 1d. at 654

(quoting Credit Lyonnais Bank Nederland, N. V. v. Pathe

Communi cations Corp., 1991 W. 277613 (Del. Ch. Dec. 30, 1991)
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at *34 fn. 55). At a mninmum an officer or director of an
i nsol vent corporation is precluded frompreferring hinself to
the detrinment of creditors in his dealings with the

corporation. Witley v. Carolina dinic, Inc., 455 S E. 2d 896,

899 (N.C. App. 1995).

In this case, the debtor was insolvent at all tinmes
bet ween the confirmation of Toy King | and the filing of Toy
King Il. Mrrow, Angle, and King, therefore, owed fiduciary
duties to the debtor's creditors during this period. The
commttee asserts that Morrow, Angle, and King breached their
fiduciary duties of both care and | oyalty.

The debtor-in-possession, as a trustee, has standing
to bring these clains against the debtor's fiduciaries. See

Heal t hco I nternational, 208 B.R at 300, where the court stated

t hat :

The Trustee can bring any suit Healthco could
have brought, including suits against
directors and controlling sharehol ders for
breach of fiduciary duty. In conplaining
that directors authorized a transaction which
undul y weakened Heal thco, the Trustee is not
asserting the clains of creditors. He

al | eges Heal thco was the victimof poor
managenent causi ng damage to the corporation
whi ch necessarily resulted in damage to its
creditors by dimnishing the value of its
assets and increasing its liabilities.

See also Mns v. Kennedy Capital Managenent Inc. (In re

Performance Nutrition, Inc.), 239 B.R 93, 110 (Bankr. N.D

Tex. 1999)["Oficers and directors owe a duty of loyalty to

their corporation to act only in the corporation's and its
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sharehol ders' best interest."]; New York Credit Men's

Adj ust nent Bureau v. Wiss, 110 N E. 2d 397, 400 (N. Y. 1953);

Bovay v. HM Byllesby & Co., 38 A 2d 808, 813 (Del. 1944). In

this case, the court has specifically authorized the commttee
to bring these clains on the debtor's behal f.

An officer or director may be held "strictly
accountable and liable if the corporate funds or property are
wasted or m smanaged due to their inattention to the duties of

their trust." OChio Drill & Tool Co. v. Johnson, 625 F.2d 738,

742 (6'" Gir. 1980). "Were two or nore directors jointly
participate in a breach of fiduciary duty, the liability is

joint and several." 1d. See also Performance Nutrition, 239

B.R at 112.

"The duty of the directors of a conpany to act on an
informed basis . . . fornms the duty of care . . . ." Cede, 634
A 2d at 367. The director nust "informthenselves, prior to
maki ng a busi ness decision, of all material information
reasonably available to them Having becone so inforned, they
must then act with requisite care in the discharge of their
duties." Id.

iii. The business judgment rule.

O ficers and directors are protected in the
performance of their fiduciary duties of care by the "business
judgnment rule.” The "business judgnent rule” is a judicially
created presunption that an officer or director has exercised

due care in the furtherance of his duties. MIIls Acquisition,
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559 A . 2d at 1279. "[Il]n order to conme within the anbit of the
rule, directors nust be diligent and careful in performng the

duti es they have undertaken; they nust not act fraudul ently,

illegally, or oppressively, or in bad faith." Federal Deposit

| nsurance Corp. v. Stahl, 89 F.3d 1510, 1516 (11'" Cir. 1996).

The Stahl court explained the history of the
"busi ness judgnent rule" as foll ows:

The [busi ness judgnment rule] is a policy of

judicial restraint born of the recognition

that directors are, in nost cases, nore

qualified to nake busi ness decisions than are

judges. In this light, the [business

judgnent rule] may be viewed as a net hod of

preventing a factfinder, in hindsight, from

second- guessi ng the decisions of directors.
Id. at 1517 (Citations omtted). "The rule posits a powerful
presunption in favor of actions taken by directors in that a
deci sion made by a | oyal and inforned board will not be
overturned by the courts . . . ." Cede, 634 A 2d at 361

The party "chal l engi ng a board deci sion has the
burden at the outset to rebut the rule's presunption.” Id.
"To rebut the rule, [the] . . . plaintiff assunes the burden of
provi di ng evidence that directors, in reaching their chall enged
deci sion, breached any one of the triads of their fiduciary
duty -- good faith, loyalty or due care." |Id.

In Florida, the business judgnent rul e has been
defined by statute. Section 607.0831, Florida Statutes, "wll
not permt liability for violation of the duties under the

standard of care, unless the breach constitutes anong ot her
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things, a violation of crimnal |aw, a transaction which
anmounts to self-dealing, or recklessness, conscious disregard
for the best interests of the corporation, or wllful

m sconduct." Federal Deposit |Insurance Corp. v. Gonzal ez-

Gorrondona, 833 F. Supp. 1545, 1556 (S.D. Fla. 1993). Thus, in

order to overcone the presunption of the business judgnent rule
under Florida law, the plaintiff nust establish by a

pr eponderance of the evidence that the officer or director has
been nore than grossly negligent in the exercise of his duty.

| d.

iv. Didthey breach their duties of care?

(1) Introduction.

In this case, the debtor asserts that Mrrow, Angle,
and King breached their duties of care in tw ways. First, the
plaintiff argues that they breached their duties of care by the
way they structured the debtor's financial transactions with
TKA. Second, the plaintiff argues that they breached their
duties of care when they failed to invest the Liberty |oan
proceeds in the debtor as a capital contribution. The
plaintiff asserts that these breaches of the fiduciary duty of
care harnmed the debtor and its creditors because they
di m ni shed the nonies available to the debtor to maintain its

operations and pay its rightful debts.
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(2) Causing Toy King to make
i nperm ssi bl e dividend
di stributions or fraudul ent
financial transactions.

The first breach of the fiduciary duties of care
about which the plaintiff conplains is the way that Mrrow,
Angl e, and King engineered the debtor's financial transactions
with TKA. In the pretrial stipulation, the plaintiff franed
this claimin the context of the debtor's borrow ng through
Li berty. The court determned in Section V.B.2. above,
however, that the debtor did not borrow noney directly from
Li berty. Rather, the debtor borrowed fromits parent, TKA
Accordingly, it is the financial transactions between the
debtor and TKA that nust be considered by the court. These
transactions include all nonies that TKA | oaned to the debtor,
originating fromboth Liberty and C&S. They al so include the
guaranty fees that TKA charged to the debtor on account of the
C&S line of credit.

The court determ ned in Section V.F. 3. above that the
debtor's paynents to TKA of interest upcharges and guaranty
fees, in the total amount of $33,625.82, were inpermssible
di vidends within the neaning of Section 607.06401, Florida
St at ut es.

The court also determned in Sections V.D. 2. and
V.D. 3. above that Mdrrow, Angle, and King had the actual and

constructive intent to hinder, delay, and defraud creditors
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when they caused the debtor to borrow noney from TKA at an
inflated interest rate and on inferior terns instead of from
anot her source, such as Liberty, on nore favorable terns. The
court also determned in those sections that Mdorrow, Angle, and
King had the actual and constructive intent to hinder, delay,
and defraud creditors when they caused the debtor to pay
guaranty fees to TKA that were not legitimte, reasonable, or
necessary costs of the debtor's borrow ng.

Through these financial transactions, Mrrow, Angle,
and King added an additional |ayer of debt to a corporation
that was already suffocated by its liabilities. Their actions
constituted willful m sconduct, and they were taken in bl atant
di sregard for the best interests of the corporation and its
creditors.

As a result of these financial transactions, the
debtor was forced to pay to TKA $13,342.60 nore in interest and
$20, 283.22 nore in guaranty fees than it would have paid had it
borrowed directly from Liberty and C&S.'® The debtor's
unsecured creditors, other than TKA, were damaged by this
breach of the fiduciary duty of care because that noney was
unavail able to the debtor to pay its rightful debts.

In these circunstances, therefore, the plaintiff has
met its burden to overcone the presunption of the "business
judgnent rule" as to these transactions. Mrrow, Angle, and
King were nore than grossly negligent in their actions in

aut hori zing i nperm ssi bl e dividend paynments or engi neering
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financial transactions that siphoned nonies fromthe debtor.
Accordingly, the court concludes that the plaintiff has
establ i shed by a preponderance of the evidence that Morrow,
Angl e, and King breached their fiduciary duties of care by
causi ng the debtor to nake these financial transactions. The
court further concludes that Morrow, Angle, and King are
jointly and severally liable to the plaintiff in the anmount of
$33,625.82 for these breaches.

(3) Failing to nake the $500, 000
capital contribution.

The second breach by Morrow, Angle, and King of the
fiduciary duties of care that the plaintiff alleges is their
failure to invest $500,000 of the Liberty loan in the debtor as
a capital contribution. The act that is the subject of
conplaint here -- the failure to invest a portion of the
Li berty loan in the debtor -- is an act that was controlled by
the parent, TKA, rather than the debtor. The plaintiff has not
sought in this proceeding to invoke the alter ego doctrine to
pierce the corporate veil between TKA and the debtor. As
described in Section V.F.2.c.iv. above, the actions and
deci sions of Mdrrow and Angle, therefore, made while acting in
their capacities as officers or directors of TKA, are not
relevant to this claimof breach of fiduciary duties to the
debt or. &

The court therefore concludes that the plaintiff has

failed to establish by a preponderance of the evidence that
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Morrow, Angle, and King breached their fiduciary duties of care
by failing to invest $500,000 of the Liberty | oan proceeds in
t he debtor as capital.

v. D d they breach their duties of
| oyal ty?

(1) Introduction.

An officer or director owes a fiduciary duty of
| oyalty to the corporation. The duty of loyalty obligates
officers and directors to "devote thenselves to the affairs of
the corporation with a view towards pronoting the interests of

the corporation.” Bernstein v. Donaldson (In re |Insulfoans,

Inc.), 184 B.R 694, 707 (Bankr. WD. Pa. 1995). |n Pepper,
308 U.S. at 311, the Suprene Court described the fiduciary duty
of loyalty owed by an officer or director as

fol |l ows:

He who is in . . . a fiduciary position
cannot serve hinself first and his cestuis
second. He cannot mani pul ate the affairs of
his corporation to their detrinment and in

di sregard of the standards of common decency
and honesty. He cannot by the intervention
of a corporate entity violate the ancient
precept against serving two nasters. He
cannot by the use of the corporate device
avail hinself of privileges normally
permtted outsiders in a race of creditors.
He cannot utilize his inside information and
his strategic position for his own
preferment. He cannot violate rules of fair
play by doing indirectly through the
corporation what he could not do directly.
He cannot use his power for his personal
advantage and to the detrinment of the
stockhol ders and creditors no matter how
absolute in ternms that power may be and no
matter how neticulous he is to satisfy
technical requirenents. For that power is at
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all times subject to the equitable limtation
that it may not be exercised for the

aggr andi senent, preference, or advantage of
the fiduciary to the exclusion or detrinment
of the cestuis.

"Classic exanples of director self-interest in a
busi ness transaction involve either a director appearing on
both sides of a transaction or a director receiving a personal
benefit froma transaction not received by the sharehol ders
generally." Cede, 634 A 2d at 362. "[T]he question of when
director self-interest translates into board disloyalty is a
fact-dom nated question, the answer to which will necessarily
vary fromcase to case."” |1d. at 364.

The commttee clains that Morrow and Angl e breached
their fiduciary duties of loyalty when they acquired the First
Union clainms during Toy King | for an anount |ess than the
anticipated dividend. The conmttee asserts that this breach
of fiduciary duty harned the debtor and its creditors because
Morrow and Angl e usurped a corporate benefit for their own
enrichnment, denying the debtor the financial benefits of the
corporate opportunity.

The comm ttee al so asserts that Morrow, Angle, and
King violated their fiduciary duties of loyalty when they made
transfers to shareholders or to or for the sharehol ders
benefit at a tinme when they knew that the debtor was insolvent
and could not pay its debts to third parties. Specifically,

the plaintiff conplains that Morrow, Angle, and King breached
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their fiduciary duties of loyalty in making all paynents to TKA
and M&D found in this proceeding to be preferential or
fraudul ent transfers. The conmttee asserts that these
breaches directly or indirectly benefited the officers or
directors.

(2) Acquiring the First Union
clains.

The comm ttee asserts that Mdrrow and Angl e breached
their fiduciary duties of loyalty to the debtor and its
creditors when they acquired the First Union clains during the
pendency of Toy King | for an anount |ess than the anticipated
di vi dend paynent on those clainms. The court has described this
transaction in Section |IV.D. 2 above.

In the previous portions of this decision, the court
has not made a specific finding of the debtor's insolvency as
of April 11, 1989, the date that Mdirrow and Angle acquired the
First Union clainms. This date, of course, occurred during the
pendency of the Toy King | case. Nevertheless, the lawis well
settled that during a bankruptcy case the debtor-in-possession
owes a fiduciary duty to the "entire community of interests in
the corporation -- creditors as well as stockhol ders."” Pepper,
308 U.S. at 307. "Specifically, a debtor in possession has the
duty to protect and conserve the property in his possession for

the benefit of creditors.” Ford Mdtor Credit Co. v. Waver (In

re Weaver), 680 F.2d 451, 461 (6'" Cir. 1982). Wen the

debtor-in-possession is a corporation, it is the officers and
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directors who are entrusted with that duty. Slater v. Smth

(Inre Albion Disposal, Inc.), 152 B.R 794, 798 (Bankr. WD.

N. Y. 1993). Thus, Mrrow and Angle owed a fiduciary duty of
loyalty to the debtor itself and to its creditors on the date
they acquired the First Union clainms through MD. '3

The duty of loyalty to creditors precludes self-
dealing or self-prefernent by the officers and directors to the
detrinment of the creditors. Witley, 455 S . E 2d at 899. 1In
| ndependent Optical Co. of Wnter Haven v. Elnore, 289 So.2d

24, 25 (Fla. 2d DCA 1974), the court enphasized that "[i]t is a
cardinal principle that an officer or director of a corporation
will not be permitted to make profit out of his officia
position . . . . [B]ecause of their fiduciary character,
officers and directors will not be permtted to acquire for
their own advantage interests adverse or antagonistic to the

corporation.” See also Insulfoans, 184 B.R at 707 [officers

and "directors may not seize for their own personal gain a
busi ness opportunity which lies within the scope of the
corporation's activities"].

The usurpation of a corporate opportunity is included

within the anbit of prohibited conduct. Cohen v. Hattaway, 595

So.2d 105, 108-09 (Fla. 5'" DCA 1992). The opportunity to
purchase clains at a discount pursuant to a bankruptcy case

constitutes a corporate opportunity. Brown v. Presbyterian

M ni sters Fund, 484 F.2d 998, 1004 (3d Cr. 1973).

302



In a case that is closely analogous to this

proceeding on its facts, Commttee of Creditors Hol ding

Unsecured Clains v. Citicorp Venture Capital, Ltd. (In re

Papercraft Corp.), 187 B.R 486, 500 (Bankr. WD. Pa. 1995),

the court held that an insider's acquisition of clains against
the debtor, while the debtor was in bankruptcy, was a breach of
the insider's fiduciary duty of loyalty. The insider acquired
clains against the debtor that had a potential profit of $5.4
mllion. The bankruptcy court concluded that the insider's
usurpation of this corporate opportunity was a breach of its
fiduciary duty because the insider "was active in its own
interests in derogation of its fiduciary responsibility toward
Debtor and its estate.” 1d. at 501.

The bankruptcy court held that there was a per se
prohi bition against the acquisition of clainms by an insider in
a bankruptcy case. |d. On appeal, the district court rejected
t he bankruptcy court's inposition of a per se rule but upheld
its finding that the insider had breached its fiduciary duty
and adopted the bankruptcy court's reasoning on that point.

Papercraft, 211 B.R at 823.

The bankruptcy court identified three adverse effects
that flowed fromthe insider's breach of fiduciary duty on the
facts of that case. First, the court noted that the sellers of
the clains "were deprived of the ability to nake a fully
i nfornmed deci sion concerning the sale of their clains."

Papercraft, 187 B.R at 499. |In that case, the notehol ders who
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sold their clains to the insider had no know edge of and did
not participate in the prebankruptcy negotiations to
restructure the corporation's debt. The insider, therefore,
had "inside" information that was not readily available to the
not ehol ders.

That is not the situation in this proceeding. First
Uni on was the |argest unsecured creditor in the Toy King |
bankruptcy case. Although not serving on the unsecured
creditors commttee, First Union participated actively in
negotiating a settlenent of its clains wwth the debtor. First
Uni on knew the potential value of its clains when it agreed to
sell at a discount. The plaintiff has not presented any
evidence to the contrary.

The second adverse effect identified by the

Papercraft court was the insider's "attenpt to west fromthe

prepetition creditors the valuable assets of the Debtor" by
diluting the voting rights of the prepetition creditors. |Id.
The insider acquired a controlling vote in its class through
its acquisition of the clainms and used that position to put
forward a conpeting plan. It |ater abandoned its own plan but
objected to the debtor's plan of reorganization. Utimtely,
the insider was able to obtain a seat on the board of the
reorgani zed debtor and favorable changes in the proposed
di stribution through settlenent of that objection.

Morrow and Angle, acting through MBD, simlarly

acquired the controlling vote in the unsecured creditor class
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in Toy King | through the acquisition of the First Union
unsecured clainms. The plaintiff presented no evidence,

however, that M&D attenpted to use its power as the | argest
claimant to dom nate the class. The debtor proposed the plan
it had negotiated with the unsecured creditors conmttee before
M&D acquired the First Union clains. All classes voted
overwhel mngly to accept the plan, including M&D. No cl ass of
creditors objected to the plan and, but for the m ninal
intervention of the court, the debtor's plan would have been
confirmed as proposed w thout dissension or nodification.

The third adverse effect identified by the Papercraft

court was that the insider "put itself in a position of having
a conflict of interest by jeopardizing its ability to make
future decisions on clains as a director free of [its] own

personal interests as owner of clainms.” 1d. (citing Cunberl and

Farns, Inc. v. Haseotes (In re Cunberland Farns), 181 B.R 678,

680 (Bankr. D. Mass. 1995), aff'd in part, nodified in part, &

revid in part, 216 B.R 690 (D. Mass. 1997)).

This, of course, is exactly what occurred in the Toy
King Il case. Fromthe nonment the court confirnmed Toy King I
Morrow and Angl e designed their actions to advance their own
personal interests in preference to the debtor's and the ot her
creditors'. This pattern of unabashed and unadorned self-
dealing culmnated in the final paynent to M&D of the First
Union clains at a tine when it was clear that the debtor was

going to fail. Wen the debtor paid M&D, the debtor was in
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critical need of cash. Depleting the debtor's cash by
directing substantial paynents to thensel ves through MD
severely damaged the debtor's ongoing financial viability.

Thus, Mrrow and Angl e damaged the debtor through their
acquisition of First Union's clains by creating a conflict of
interest that perneated and tainted their actions fromthe date
of the Toy King I confirmation.

Morrow and Angl e al so danaged the debtor in
guantifiable terns when they acquired the First Union clains
t hrough MB&D. Through their actions, Mrrow and Angl e prevented
the debtor itself fromtaking advantage of the reduction in the
clainms offered by First Union. Had the debtor satisfied the
First Union clains for $125,000, it would have reduced its
i ndebt edness on these prepetition unsecured clains by nearly
one third and woul d have had the noney thus "saved" avail abl e
to pay its rightful debts to its other creditors post-
confirmation. Alternatively, the debtor could al so have used
the benefit of the reduced paynment to First Union to increase
the plan's percentage dividends to the unsecured creditor
cl ass.

Al t hough a Chapter 11 debtor is usually not permtted
to pay a creditor its prepetition claimprior to confirmation,
the court may authorize such a paynent as part of a conprom se
and settlenent when it is in the best interest of all creditors
and the estate to do so. |In this case, the debtor's

preconfirmati on paynent of First Union's clains at the

306



substantial discount First Union offered could have been
approved by the court after notice and heari ng.

Morrow and Angl e defend their acquisition of the
First Union clainms by suggesting that the debtor itself did not
have the financial resources to acquire the First Union clains.
They have not, however, offered any evidence to support this
suggestion. It is unnecessary, at this juncture, to exam ne
possi bl e scenarios in which the debtor could have satisfied the
First Union clainms prior to confirmation.'® "Even where the
corporation does not imediately have the financial resources
to take advantage of the opportunity, the officer or director
has a good faith obligation of fair dealing and full disclosure
of facts, so that the corporation can attenpt to find sone
vi abl e nmet hod of exercising the opportunity . . . ." Ault v.
Soutter, 167 A.D.2d 38, 43 (N. Y. Sup. C. 1991).

| ndeed, the Papercraft court nade clear that an

of ficer or director who seeks to acquire the clains of a debtor
corporation has an affirmative obligation to disclose fully and

formally its identity and status as an insider. Papercraft,

187 B.R at 497. Informal know edge by the unsecured creditors
commttee or the court does not excuse the insider fromthis
obligation. Id. [". . . the conmttee's know edge i s not

controlling."]. See also Performance Nutrition, 239 B.R at

110 ["The duty of loyalty holds officers and directors to an
"extreme neasure of candor, unselfishness, and good faith,'

particularly where there is an interested transaction."
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(quoting International Bankers Life Insurance Co. v. Holl oway,

368 S.W2d 567, 577 (Tex. 1963))]; MIIls Acquisition, 559 A 2d

at 1283 ["[T] he duty of candor is one of the elenentary
principles of fair dealing . . . ."].

Morrow and Angle did not formally notify the court or
the debtor's creditors of M&D s insider status and acquisition
of the First Union clains in the Toy King | case. To the
contrary, Morrow and Angle tined their informal conmunication
with the unsecured creditors committee in such a way as to
mnimze scrutiny and forecl ose any neani ngful conpetition for
the First Union clains.

(3) Inapplicability of the
busi ness judgment rul e.

The busi ness judgnent rule |ikew se provides no
protection to an officer or director who has engaged in
sel f-dealing. Section 607.0831, Florida Statutes, which
defines the "business judgnent rule" in Florida, does not
protect an officer or director who has breached his fiduciary
duty of loyalty. Accordingly, officers and "directors are
required to denonstrate both their utnost good faith and the
nmost scrupul ous i nherent fairness of transactions in which
t hey possess a financial, business or other personal interest

MI1ls Acquisition, 559 A 2d at 1280. See al so

Heal t hco International, 208 B.R at 306 [Protection of the

"busi ness judgnent rule" can only be clained by disinterested

directors who "neither appear on both sides of a transaction
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nor expect to derive any personal benefit fromit in the sense
of self-dealing . . . ."].

Factors that the court should consider in determning
the fairness and good faith of an interested transaction
i nclude the "adequacy of consideration, the degree to which the
of ficer represented the corporation, the disclosure to and
knowl edge of the full board of directors or sharehol ders, and
the necessity of the transaction to the corporation.”

Performance Nutrition, 239 B.R at 113 (quoting General

Dynam cs v. Torres, 915 S.W2d 45, 49 (Tex. App. 1995)).

Morrow and Angl e have presented no evidence that supports a
conclusion that they were acting in good faith and fairness
when they acquired the First Union clains. Indeed, the
evi dence overwhel m ngly supports a contrary concl usi on.

Morrow and Angle paid a fraction of the worth of the
claims and did so at a tine when the risk of nonpaynent of
those clains was mnimal. Mrrow and Angle nmade no attenpt to
disclose formally the transaction and their insider connection
to either the unsecured creditors conmttee or the court.
| nstead, the debtor's attorney sent a fax to counsel for the
unsecured creditors commttee with a cursory and m sl eadi ng
description of the transaction. The debtor's attorney sent the
fax late in the day in the mdst of the Christmas holiday with
a closing date that purported to be the foll ow ng day at noon.
The fax clainmed urgency in closing the transaction. Yet Morrow

and Angl e nade the actual paynent to First Union for the clains
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much later -- only two nonths in advance of the debtor's first
paynment of dividends. The debtor itself received no benefit
fromthe transaction, it nmerely replaced one creditor with
another. In fact, the debtor was plainly worse off because
Morrow and Angl e had i mredi ate and unfettered access to the
debtor's assets to satisfy their claims. Mrrow and Angl e
plainly were not acting in good faith and fairness when they
acquired the First Union clains through M&D

(4) The Toy King I confirmation

order does not insulate the
First Union transacti on.

Morrow and Angle argue that their acquisition and
entitlenment to the First Union clains was determ ned in Toy
King | and incorporated into the confirmed plan. They further
argue that the confirnmed plan has res judicata effect and
therefore bars the commttee's attack on them

"I't is beyond cavil that an order confirmng a plan
of reorgani zation constitutes a final judgnment on the nerits in
t he bankruptcy case and may have res judicata effect.”

| nsul foans, 184 B.R at 705. "Res judicata, or claim

preclusion, requires: (1) a final judgnment on the nerits; (2)
i nvol ving the sane parties; and (3) a subsequent suit based on
t he sane cause of action.”™ I1d. "It gives dispositive effect
to a prior judgnment if a particular issue, although not
actually litigated, could have been litigated in a prior

proceedi ng." |d.
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Under the facts of this case, however, the plaintiff
could not have litigated clainms of breach of the fiduciary
duties of loyalty against Morrow and Angle for their
acquisition of the First Union clainms prior to the tine that
the debtor confirned its plan. The clains for breach of the
fiduciary duties of loyalty were not yet ripe at the tine the
debtor confirnmed its plan. Under Florida law, "[a]ctions for
breach of fiduciary duty . . . do not accrue under Florida's
| ast elenment rule until the plaintiff suffers sone type of
damage." Stahl, 89 F.3d at 1522 fn. 16. 1In this case,
al t hough the breach of the fiduciary duty took place prior to
the confirmation of Toy King I, the court determned in Section
V.F.4.c.v.(2) above that the damage fromthe breach did not
occur until after confirmation. After the court confirmed Toy
King I, the reorgani zed debtor suffered generally fromthe
conflict of interest between Mrrow and Angle and the debtor
and al so suffered specifically when the debtor made its
distributions to M&D in an anount that exceeded M&D s cost of
acquiring the clains.

Furthernore, at issue here are Morrow and Angle's
breaches of their fiduciary duties to the debtor's post-
confirmation creditors. Although many of these creditors were
al so creditors of the debtor during Toy King I, the creditor
body represented in this proceeding is not identical to the
parties represented during Toy King I. The parties are not the

sane, therefore, for res judicata purposes.
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Finally, the plaintiff could not have litigated its
claimof breach of fiduciary duty agai nst Mdrrow and Angl e
prior to the confirmation of Toy King | because Mrrow and
Angl e conceal ed their insider connections with M& in all of

t he docunents filed with the court. See generally D onne v.

Keating (In re XYZ Options, Inc.), 154 F.3d 1262, 1269-71 (11'"

Cir. 1998)[trustee is not bound by judgnent against the debtor
where the judgnent was part of a collusive schene to hinder,

del ay, and defraud creditors]. Cf. Florida Departnent of

| nsurance v. Blackburn (In re Blackburn), 209 B.R 4, 11-12

(Bankr. M D. Fla. 1997)[for purposes of determ ning when
director's wongdoi ng was di scoverable so that corporation
coul d seek redress, director's know edge of wongdoing is not
inmputed to corporation when director's interests are adverse to
t he corporation].

Thus, Mrrow and Angl e breached their fiduciary
duties of loyalty when they acquired the First Union clains
t hrough M&D for an anount that was |ess than the antici pated
di vidend on those clains. "The neasure of damages for breach
of fiduciary duty is the profits lost by the corporation as a

7

consequence of the breach."' |nsul foams, 184 B.R at 708.

In this case, the debtor would have realized a
"profit" or benefit of $314,506.17 had it acquired the First
Union claims for $125,000.' The court concludes, therefore,
that Morrow and Angle are jointly and severally liable to the

debtor for their breaches of their fiduciary duties of loyalty
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resulting fromtheir acquisition of the First Union clains in
t he amount of $314,506.17. This was the profit they diverted
to M&D on account of the First Union clains. Because this was
the debtor's opportunity, the court's judgnment will return
these profits to the debtor.

(5 OQher transfers to
Morrow, Angle, and King.

The unsecured creditors conmttee al so asserts that
Morrow, Angle, and King breached their fiduciary duties of
loyalty after Toy King | was confirmed when they nade transfers
for their own benefit. These transfers include the debtor's
paynents to TKA in paynent of the Liberty and N ntendo | oans
and the C&S line of credit, as well as the debtor's paynent to
M&D in paynent of the First Union clainms dividend. 1In Sections
V.C. and V.D. above, the court has held that these paynents
wer e voi dabl e preferences and/or fraudul ent transfers.

In Snyder Electric Co. v. Flem ng, 305 N. W2d 863,

869 (M nn. 1981), the court held that inpermssible preferences
t hat advantage directors to the detrinent of other creditors,
even when nmade for adequate consideration and in good faith,
are a breach of the directors' fiduciary duties when the debtor

is insolvent. The Snyder Electric court concluded that

"[d]irectors and officers may nmake | oans to their corporations
and they may use the sane nethods as other creditors to collect
bona fide corporate debts owed to them but only so long as the

corporation is solvent." 1d. See also Witley, 455 S E 2d at
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899 (quoting H Il v. Pioneer Lunber Co., 18 S.E 107, 108 (N. C

1893))["[Dlirectors of an insolvent corporation cannot as
creditors of such corporation secure to thenselves a
preference. They must share ratably in the distribution of the

conpany's assets."]; Ben Franklin Retail Stores, 225 B.R at

655 ["[Clreditors have a right to expect that directors wll
not divert, dissipate or unduly risk assets necessary to
satisfy their clains."].

"Simlarly, it is an inpermssible preference for an
i nsol vent corporation's officers or directors to seek
exoneration of corporate debts on which they are secondarily

liable to the prejudice of other creditors.” Snyder Electric,

305 N.W2d at 869. Moreover, as the court concluded in Section
V.F.4.c.iii. and V.F. 4.c.v.(3) above, the "business judgnent
rul e does not protect a director who engages in self-dealing.
The focus of this claimof breach of the fiduciary
duty of loyalty is not the harmthat accrues to the debtor from
the breach, as was the case with the earlier clains of breaches
of the fiduciary duties of care and loyalty, but the benefit
that inures to the officer or director. Essentially, the test
for liability is whether the officer or director has been
unjustly enriched by the preferential or fraudul ent paynent.

| nsul foans, 184 B.R at 708.

Li kewi se, the issue as to this claimis whether the
debtor's preferential or fraudul ent paynments to TKA and M&D

conferred a direct or indirect financial benefit on the
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fiduciaries. It is not whether TKA's paynents to Liberty and
C&S conferred a benefit on the fiduciary. For these reasons,
the court is not here concerned with the release of liability
that Morrow and Angl e enjoyed upon TKA's paynent of the Liberty
and C&S debts. The court is only concerned with the direct or
indirect benefit that Morrow, Angle, and King received by the
debtor's paynents to TKA and M&D

In this case, the debtor paid TKA in the total anount
of $1,684,579.87, representing principal, interest, and
guaranty fees paid while the debtor was insolvent.!®® The
debtor also paid M&D in the anount of $439,506.17, representing
principal, interest, and "profit" on the First Union clains
while the debtor was insolvent.' The test for liability and
t he neasure of damages of the breach of their fiduciary duties,
however, is whether and to what extent the officers or
directors were unjustly enriched by these paynents by the
debtor to TKA and M&D. 1d.

TKA paid nost of these nonies to Liberty and C&S.
TKA paid Morrow and Angle directly only $13,522. 16,
representing guaranty fees. MD also paid directly to Mrrow
and Angl e $16,606.92, representing interest and "profit" on the
First Union clainms. Finally, MD paid $280,000 to Mrrow
directly, representing principal and interest on the M&D
subordi nated note. The court has found that each of these
paynments was a preferential and/or fraudulent transfer in

Sections V.C.2., V.C 3., V.C. 4., V.D.2., and V.D. 3. above. |t
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is plain, therefore, that Morrow and Angl e were benefited by
the debtor's paynments to TKA and M&D that those entities paid
over to them the debtor's fiduciaries.

Morrow and Angle clearly breached their fiduciary
duties of loyalty within the meaning of Florida Statute,
607. 0830 when they paid thensel ves, through TKA and M&D
guaranty fees on the C& |line of credit and interest and
"profit" on the First Union clains. They advantaged thensel ves
personal ly by these paynents when they were fiduciaries for the
benefit of the debtor and its creditors. As fiduciaries, it
was their duty to put the debtor's and its creditors' interests
before their personal interests.

The plaintiff has therefore established by a
pr eponder ance of the evidence that Morrow and Angl e breached
their fiduciary duties of loyalty when they received $30, 129. 08
from TKA and M&D. Accordingly, the court concludes that Mrrow
and Angle are jointly and severally liable to the debtor for
thi s anount.

The plaintiff has simlarly established by a
pr eponder ance of the evidence that Morrow breached his
fiduciary duty when he received $280,000 from M&D. Because
Angl e had sold his shares in TKA and resigned his position as
an officer and director of the debtor on the date that this
paynment was made, the court concludes that Angle has no | ega

1

responsibility for this paynent.' Mrrow, therefore, shall be

individually liable to the plaintiff for this paynent.
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The record contains no evidence that TKA or M&D paid
Ki ng any noni es from paynents received fromthe debtor.

The plaintiff has therefore failed to establish by a
pr eponderance of the evidence that King has breached his
fiduciary duty of loyalty to the debtor when he caused the
debtor to nake paynents on its obligations to TKA and MD

d. Summary.

In summary, the court concludes that the plaintiff
has established by a preponderance of the evidence that Morrow,
Angl e, and King breached their fiduciary duties of care when
t hey caused the debtor to borrow noney from TKA at an excessive
rate of interest and to incur bogus guaranty fees in the total
amount of $33,625.82. The court al so concludes that the
plaintiff has established by a preponderance of the evidence
that Morrow and Angl e breached their fiduciary duties of
| oyalty when they acquired the First Union clains through M&D
and caused the debtor to | ose the opportunity to increase its
profits or decrease its liabilities in the anmount of
$314,506.17. In addition, the court concludes that the
plaintiff has established that Morrow and Angl e breached their
fiduciary duties of loyalty when they caused the debtor to nmake
preferential and/or fraudulent transfers to TKA and MD t hat
were then paid over to thenselves in the aggregate anmount of
$30,129.08. Finally, the court concludes that the plaintiff
has established by a preponderance of the evidence that Morrow

breached his fiduciary duty of |oyalty when he caused the
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debtor to nmake a preferential and fraudul ent paynent to M&D
that was then paid over to himin the anount of $280, 000.

The court concludes, however, that the plaintiff has
failed to establish by a preponderance of the evidence that
Wbodwar d, Hunsaker 11, Hunsaker, I1l, or Ranney owed the debtor
fiduciary duties of care or loyalty. The court further
concludes that the plaintiff has also failed to establish by a
preponderance of the evidence that Morrow, Angle, and King
breached their fiduciary duties of care when TKA failed to
contribute $500,000 of the Liberty loan to the debtor as
equity. Finally, the court concludes that the plaintiff failed
to establish by a preponderance of the evidence that King
breached his fiduciary duty of |oyalty when he caused the
debtor to nake preferential and/or fraudulent transfers to TKA
and MBD at a tinme when the debtor was insolvent.

5. A ding and abetting the breaches of
fiduciary duties.

The unsecured creditors commttee asserts that
Li berty ai ded and abetted Morrow, Angle, and King in the breach
of their fiduciary duties. To prevail on this claim the
comm ttee nust establish by a preponderance of the evidence
three elenments: "(1) existence of a fiduciary relationship,
(2) breach of the fiduciary's duty, and (3) know ng
participation in that breach by the nonfiduciary defendants."”

Heal t hco I nternational, 208 B.R at 309.
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The court determned in Section V.F. 4. above that
Morrow, Angle, and King owed fiduciary duties to the debtor and
that they breached those duties in several respects. The
court, concludes, therefore, that the plaintiff has satisfied
the first two elenents of this claimby a preponderance of the
evi dence.

The third el ement requires "know ng participation” on
the part of Liberty, the non-fiduciary. [1d. "A court can
infer a non-fiduciary's knowi ng participation only if a
fiduciary breaches its duty in an inherently wongful manner,
and the plaintiff alleges specific facts fromwhich that court

coul d reasonably infer know edge of the breach.” Nebenzahl v.

MIler, 1996 W. 494913, *7 (Del. Ch. 1996). For exanple, the

court in Healthco International, 208 B.R at 309, found that

the party that purchased the debtor's stock in a | everaged
buyout was a knowi ng participant in the director's breach of
fiduciary duty because it "knew all the essential details of
the proposed transaction . . . [and] urged the board on at
every step."

Simlarly, in Performance Nutrition, 239 B.R at 112-

113, the court found that a third party conpetitor know ngly
ai ded and abetted a fiduciary in his breach of fiduciary duty.

In Performance Nutrition, the conpetitor negotiated a sal e of

the debtor's assets with the director prior to the filing of a
bankruptcy case and included in its negotiations a generous

enpl oynment contract for the director. After the bankruptcy
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filing, the defendant then assisted and encouraged the director
in his conceal nent of the specifics of the sale fromthe
unsecured creditors and the court, including an artificially

| ow val uation of the assets. 1d. at 112.

In this case, the plaintiff has provided evidence
that Liberty acted recklessly, inprudently, and even
negligently inits dealings wth TKA and the debtor. The
plaintiff nmust show nore, however, to establish that Liberty
ai ded and abetted Morrow, Angle, and King in breaching their
fiduciary duties. The plaintiff nust denonstrate that Liberty
knowi ngly participated in the breaches of fiduciary duty. In
other words, the plaintiff nust show that Liberty denonstrated
sone degree of conplicity and/or culpability through its
actions or inactions that resulted in a knowing ratification or
assi stance of Morrow, Angle, and King' s breaches of their
fiduciary duties.

The court has found that Morrow, Angle, and King
breached their fiduciary duties of care and loyalty in the way
t hey handl ed the debtor's |oan transactions wth TKA. Al though
Li berty was clearly aware that the debtor had financi al
dealings with TKA, there is no evidence in this case that
suggests that Liberty knew the particulars of those dealings,
including TKA's collection of an interest upcharge and guaranty
fees or that Liberty participated in any way in those
transactions. Accordingly, the court concludes that the

plaintiff has failed to establish this elenent by a
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preponderance of the evidence as to the debtor's transactions
with TKA.

The court also found that Mrrow and Angl e viol ated
their fiduciary duties when they acquired the First Union
clains through M&D and when they caused the debtor to pay those
claims to MBD. The evidence clearly shows that Liberty knew
that Morrow and Angle acquired the First Union clains at a
di scount. Horne's handwitten notes docunent Morrow and
Angl e's acquisition cost of the clainms. The subordination of
M&D s "profit" was an integral and material aspect of the
Li berty | oan transacti on.

Li berty did not enter into its negotiations with TKA
and the debtor, however, until April 1989, a date sone nonths
after the court's entry of the order substituting M&D for First
Union. By the time Liberty began its negotiations with TKA and
the debtor, M&D s acquisition of the First Union clainms was an
hi storical fact rather than a pending event. Accordingly, the
plaintiff has failed to show by a preponderance of the evidence
that Liberty know ngly participated in Morrow and Angle's
breach of fiduciary duties in the acquisition of the M&D cl ai m

There is also no evidence that Liberty knew
bef orehand that the debtor was to make the Decenber 29, 1989,
paynment on M&D s subordinated note. There is no evidence that
the debtor informed Liberty of its intention to pay the M&D
note, and there is no evidence that Liberty consented to that

paynment. Accordingly, the plaintiff has failed to show by a
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preponderance of the evidence that Liberty know ngly
participated in Morrow s breach of his fiduciary duties when
he caused the debtor to pay the M&D subordinated note in
derogation of the confirmed plan.

For all these reasons, the court determ nes that
the plaintiff has not satisfied the third element required to
establish its claimthat Liberty aided and abetted Morrow,
Angle, and King in their breaches of their fiduciary duties.
Accordingly, the court concludes that the plaintiff has failed
to establish by a preponderance of the evidence that Liberty
ai ded and abetted Morrow, Angle, and King in their breaches of
their fiduciary duties.

6. D scharge of Toy King's guaranty of
TKA's Liberty | oan.

The unsecured creditors conmmttee seeks to di scharge
the debtor's obligations to Liberty as guarantor on the Liberty
| oan on the theory that Liberty's approval and execution of the
Ni ntendo | oan to TKA increased the debtor's risk or exposed the
debtor to greater liability under its original guaranty of
TKA's loan fromLiberty. In making this claim the conmttee
relies on CGeorgia Statute 10-7-22, which provides that:

Any act of the creditor, either before or
after judgnent against the principal,
which injures the surety or increases his
risk or exposes himto greater liability
shal | discharge him a nere failure by
the creditor to sue as soon as the | aw
allows or neglect to prosecute with vigor
his | egal renedies, unless for a

consi deration, shall not rel ease the
surety.
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This statute derives fromthe conmmon |law and is
grounded in principles of fairness. It seeks to ensure that a
surety or guarantor who nmakes a prom se to pay a debt does not,
at the nonent of default and through the actions of others,
face loss of or injury to collateral, increased risk, or
greater liability. The statute protects against |ater changes
in the contract between creditor and principal that the

guarantor has guarantied. Upshaw v. First State Bank, 260

S.E. 2d 483, 484 (Ga. 1979). Under this statute, a guarantor is
di scharged "only if the change is material and causes sone

injury, loss, or prejudice to it." Brock Construction Co. V.

Houst on General |nsurance Co., 243 S. E 2d 83, 86 (Ga. App.),

aff'd, 246 S. E 2d 316, 319 (Ga. 1978).
For exanple, in West Cash & Carry Building Materials

of Savannah, Inc. v. Liberty Mrtgage Corp., 287 S.E 2d 320,

324 (Ga. App. 1981), the court held that a bank's extension of
credit beyond the imt agreed to in the credit application
increased the surety's risk and thus discharged the entire

debt. Simlarly, in Cantrell v. First Tennessee National Bank

Associ ation, 428 S. E 2d 368, 369-70 (Ga. App. 1993), the court

held that a bank's delay in pursuing its renedi es upon the
default of the obligor increased the risk of the guarantor and
therefore discharged his liability on the note. |In both of
t hese cases, however, the surety or guarantor had no know edge

of, and did not consent to, the increase in risk.
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"[1]t is the unconsented change in potential risk or

l[iability [and] not the inposition of greater liability that
causes the discharge.” Bank of Terrell v. Wbb, 341 S E. 2d

258, 260 (Ga. App. 1986) (Enphasis added). A guarantor "is not
di scharged by any act of the creditor or obligee to which he
consents. Consent nay be given in advance"” or at the tinme the

new obligation is entered into. 1d. at 258-59 (quoting Bonner

v. Wachovia Mdirtgage Co., 236 S.E.2d 877, 879 (Ga. App. 1977)).

For exanple, in Dunlap v. Ctizens & Southern DeKalb

Bank, 216 S.E. 2d 651, 654 (Ga. App. 1975), the court refused to
di scharge the plaintiff's liability as guarantor because he
"consented in advance to the retention [as] a primary obligor
on any Bank agreenent through which his daughter becane

indebted.” Simlarly, in Underwod v. Nationsbanc Real Estate

Service, Inc., 471 S. E. 2d 291, 293 (Ga. App. 1996), the court

found that the plaintiff had consented in advance to additional
risk and therefore could not obtain a discharge of his
guaranty. In that case, the plaintiff signed a guaranty that
"specifically contenplated [an] increase in the conpany's debt
and the creation of new obligations, and . . . included waivers
of any 'legal or equitable discharge' and of any defense based

upon an increase in risk." 1d. See also Ramrez v. ol den,

478 S.E. 2d 430, 431 (Ga. App. 1996)[ guarantor foreclosed from
asserting that he was di scharged under Section 10-7-22 because
he assented in advance to waiver of all |egal and equitable

defenses]; Lothridge v. First National Bank of Gainesville, 458

324



S.E. 2d 887, 890 (Ga. App. 1995)[The plaintiff "consented in
advance to the bank rel easing any other guarantors [and
collateral and this consent operated] as a waiver of his right
to assert that the release resulted in his discharge."].

These cases are squarely controlling here. The
debtor signed an unconditional guaranty on June 6, 1989, that
i ncluded a provision that wai ved any defense to paynent based
upon "the failure of Lender to give notice of the existence,
creation or incurring of any new or additional indebtedness or
obligation or of any action or non-action on the part of any
per son whonmsoever, in connection with any obligation hereby
guaranteed . . . ." as well as ". . . any other legal or
equi tabl e def enses what soever to which Guarantor m ght
otherwi se be entitled." The guaranty applied to ". . . all
obligations to Lender nmade on behal f of [TKA] by any officer,
partner, or agent of [TKA]." This guaranty clearly covered the
Ni ntendo | oan that Liberty later nade to TKA. Even were this
not true, the debtor signed an anended guaranty on Qctober 24,
1989, that specifically included the Nintendo |oan. The court
t herefore concludes that the debtor consented to the N ntendo
| oan and cannot now di scharge the Liberty | oan obligation.

Al ternatively, the court concludes that the debtor
did not suffer an increase in risk or any material | oss,
injury, or prejudice as a consequence of Liberty's grant of the
Ni ntendo | oan to TKA. As the cases previously cited

illustrate, the paradigminjury that the statute seeks to
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redress occurs when the guarantor or surety is faced with
paynment upon the default of the obligor, having no know edge of
and never having consented to the subsequent circunstances that
now place it in an adverse posture.

In this case, the debtor, through its principals, had
full know edge that TKA was seeking additional nonies from
Li berty. Indeed, it is uncontroverted that the debtor was the
ultimate reci pient of the nonies that TKA borrowed from Liberty
through the Nintendo |oan. Mre inportantly, it is clear from
the evidence and testinony that the debtor was substantially
advantaged by its ability to borrow the N ntendo proceeds from
TKA. 192

At the tine the Nintendo | oan was bei ng negoti at ed
and cl osed, the debtor was perilously short of working capital.
Wt hout the nonies that TKA nade avail able to the debtor from
the Nintendo loan, it is doubtful whether the debtor would have
been able to continue in business through the Christnmas season.
Had t he debtor ceased operations prior to the Christnmas season,
t he debtor would have been forced to liquidate its inventory
during a tinme of year when toy retailers historically operate
at a | oss because sales are slow and the gross margin on sales
is less. The N ntendo | oan proceeds enabled the debtor to
maintain its operations during the Christmas season,
historically the peak sales period for toy retailers.* The
Ni nt endo | oan proceeds that TKA nade avail able to the debtor

t hus enabled the debtor to maximze its return on its
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inventory. This in turn ensured that the debtor would have
sufficient value inits inventory and proceeds so that, if
called to account on the Liberty loan, it would be able to
fulfill its obligation. Thus, the N ntendo |oan did not
i ncrease the debtor's risk or cause the debtor any materi al
| oss, injury or prejudice.

For all these reasons, the court concludes that the
plaintiff has failed to nmeet its burden on this claim

7. Toy King' s right of contribution from
its co-quarantors.

The unsecured creditors conmttee seeks to recover
fromthe individual guarantors all paynments that TKA or the
debtor nade to Liberty in paynent on, or in satisfaction of,
the Liberty or Nintendo obligations. |In making this claim the
committee relies upon Georgia Statute Section 10-7-50, which
provi des:

Where several are sureties for the sane

principal for the same sum of noney,

ei ther by one or by distinct instrunents,

and one pays nore than an equal share of

the sum he may conpel contribution from

his cosureties. |f one of the cosureties

is insolvent, the deficiency in his share

must be borne equally by the sol vent

sureties.

This section was anended in 1981, as set forth above,
to abolish the distinction between surety and guaranty. Floyd

Davis Sales, Inc. v. Central Mrtgage Corp. of M chigan, 398

S.E. 2d 820, 821 (Ga. App. 1990). The right of contribution

"arises fromthe paynment of the debt." Sherling v. Long, 50
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S.E. 935, 935 (Ga. 1905). The guarantor has no right of action
"[ulntil [he] has parted with his noney in discharging the
joint liability.” Id. A guarantor who has paid the debt on
behal f of the obligor need not first attenpt to collect from
the obligor but may proceed directly against his fell ow

guarantors. A & T Mdtors, Inc. v. Roenel neyer, 158 So.2d 567,

570 (Fla. 3d DCA 1963)[". . . presentation of the note by the
maker when due, request to pay, and notice to the guarantor of
di shonor need not be alleged; nor is the guarantee at | aw under
any |legal obligation to first resort to the maker of the note
guaranteed. "] .

The debtor was a joint and several guarantor of TKA's
Li berty and Nintendo | oans along with Mdrrow, Angle, Wodward,
Hunsaker 11, Hunsaker I11, and Ranney. The debtor paid no
nmoni es directly to Liberty prior to the filing of Toy King Il
The debtor paid only TKA. The plaintiff therefore has no claim
of contribution for paynents the debtor nade during that
peri od. ***

During the pendency of Toy King Il, however, the
debtor paid $1,059,470.83 directly to Liberty in paynent of the
Li berty |l oan. These paynents represented $900, 000 in principal
and $159,470.83 in interest. The plaintiff therefore has a
claimof contribution against its co-guarantors for these
paynents.

To determine the liability of each guarantor, the

court is required to examne "how the liability of each co-
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guarantor is defined in the guaranty agreenent, e.g., whether
it is several, limted, shared jointly with less than all co-
obligors, or sinply joint with all other obligors.” Inre
Wetzler, 192 B.R 109, 116 (Bankr. D. Ml. 1996). Under the
terms of the guaranties in this case, each guarantor is jointly
and severally liable to Liberty for the Liberty |oan debt.
Wbodwar d, Hunsaker 11, Hunsaker 111, and Ranney, however,
capped their guaranties at specific dollar anounts:

$350, 000, $175, 000, $87,500 and $87,500, respectively. A
guarantor "who has paid the joint obligation is entitled to

j udgnent agai nst each of his co-obligors only for the
proportion for which each is liable -- judgnment should not be
entered agai nst any one of themor against all of themjointly

for the aggregate anount due fromthem" Todd v. Wndsor, 165

S.E. 2d 438, 440 (Ga. App. 1968).

Appl ying these principles, therefore, the court
concludes that the plaintiff has established by a preponderance
of the evidence that the debtor has a right to contribution as
provi ded by CGeorgia Statute 10-7-50 fromits co-sureties as
follows: Mrrow, Angle, and Wodward in the anmount of
$177,367.71 each, Hunsaker Il in the ambunt of $175,000.00, and
Hunsaker |11 and Ranney in the anmnount of $87,500 each. The

cal cul ation of these amounts is in the notes. %
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8. Toy King's right of subrogation agai nst
Li berty.

The unsecured creditors conmttee asserts the right

of subrogation against Liberty and the collateral Liberty is
hol ding to secure the obligations of the individual guarantors
under their guaranties. By this subrogation claim the
plaintiff seeks to stand in the shoes of Liberty to the extent
Li berty holds collateral of the co-guarantors.'®® Thus, the
plaintiff seeks the collateral to satisfy wholly or in part its
j udgnent agai nst the co-guarantors on the contribution clains
determned in the plaintiff's favor in Section V.F.7. above.

I n making this subrogation claim the plaintiff
relies on Georgia Statute Sections 10-7-56 and 10-7-57. The
first statute states that "[a] surety who has paid the debt of
his principal shall be subrogated, both at |aw and at equity,
to all the rights of the creditor and, in a controversy with
other creditors, shall rank in dignity the sane as the creditor
whose claimhe paid." Section 10-7-57 further provides that
"[a] surety who has paid the debt of his principal shall also
be entitled to be substituted in place of the creditor as to
all securities held by himfor the paynent of the debt."

"There are few doctrines better established than that
a surety who pays the debt of another is entitled to all rights
of the person he paid to enforce his right to be reinbursed.”

Wetzler, 192 B.R at 114 (quoting Pearlnman v. Reliance
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| nsurance Co., 372 U. S. 132, 136-37 (1962)). See al so Anderson

v. Armstead, 89 S.E. 525, 525 (Ga. App. 1916)["[I]t seens to

be well settled in CGeorgia, that a surety who has paid the debt
of his principal is subrogated at law and in equity to all the
rights of the creditor, and that he stands in | oco of the
creditor."].

To prevail on a claimfor subrogation, the debt nust

be paid in full. Fender v. Fender, 117 S.E 676, 677 (Ga. App.

1923). In Todd, the court explained that a surety, after
paynment of the principal's debt, is subrogated to the rights
and renedies of the creditor and is entitled to found his
action for contribution directly on the original evidence of
i ndebt edness. Todd, 16 S.E.2d at 440-41. The surety is not
entitled, however, to enforce these obligations against his co-
sureties in exactly the same manner and in the sanme anounts as
could the creditor because the surety is bound by the
substantive rules of contribution. I1d. Although the creditor
can execute on any and all collateral it holds as security for
its debt without regard to whose collateral it is, a party
seeking to enforce its subrogation rights against that sane
collateral is |limted by the amount of contribution owed by the
party who has pl edged the coll ateral

In this proceeding, the plaintiff has proven by a
preponderance of the evidence that the debtor paid Liberty on
the Liberty loan in full through its paynents made during the

pendency of the Toy King Il case. The court therefore
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concludes that the plaintiff has established a claimfor
subrogation within the neaning of Georgia Statute Sections 10-
7-56 and 10-7-57 and may enforce its clainms for contribution
(as decided in Section V.F.7. above) against the collateral
that the obligor or the individual guarantors pledged to

Li berty to secure the Liberty loan. To the extent that any

i ndi vi dual party has pledged collateral as security for the

Li berty loan in an anount that exceeds the debtor's
contribution claimagainst that individual, the debtor may
enforce its subrogation rights against that collateral only up
to the value of the collateral necessary to satisfy that

i ndi vidual"s contribution obligation to the debtor.

9. dains for Toy King' s paynent of rent and
prepetition salary.

The unsecured creditors commttee seeks to recover
from TKA, Morrow, and Angle the nonies that the debtor paid to
| ease the building that housed the headquarters of Toy King,
TKA, AM, and M&D that were for the benefit of non-debtor
conpanies. The commttee al so seeks to recover from Morrow t he
nmoni es the debtor paid to Morrow in salary before the filing of
the Toy King Il case that were in excess of the fair market
val ue of the services he perforned.

The plaintiff has failed to tie these clains to any
cogni zabl e |l egal theory. Mre inportantly, the plaintiff has
not offered any evidence to support these clains under theories

of fraudul ent transfer, breach of the confirnmed plan, or breach
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of fiduciary duties. For exanple, the record | acks any

evi dence that the debtor paid | ease expenses on behal f of other
conpanies and if so, in what amount. The record is simlarly
devoid of any evidence that would allow the court to conpare
Morrow s salary with others in |like circunstances. Nor does
the record contain any evidence that the debtor paid Mrrow for
services he did not performor for services perfornmed for other
conpani es rather than the debtor.

10. Summary.

As the foregoing describes, the plaintiff has
establi shed by a preponderance of the evidence that TKA
breached the confirnmed plan when it failed to nake avail abl e
$500, 000 of the Liberty loan as a capital contribution to
the debtor. The plaintiff failed to establish by a
preponderance of the evidence that Liberty, TKA, or MD
breached the confirmed plan in any other way.

The plaintiff has al so established by a
preponderance of the evidence that Morrow, Angle, and King
breached their fiduciary duties of care when they caused the
debtor to borrow nonies from TKA at an unnecessarily high
interest rate and required the paynent of interest upcharges
and guaranty fees to TKA as inperm ssible dividends in
viol ati on of Section 607.06401, Florida Statutes.

The plaintiff has al so established that Mrrow and
Angl e breached their fiduciary duties of |oyalty when they

acquired the First Union clains through M&D
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The plaintiff has al so established that Mrrow and
Angl e breached their fiduciary duties of |oyalty when they
caused the debtor to nmake preferential and/or fraudul ent
transfers to TKA and M&D that resulted in their own personal
enri chment.

In addition, the plaintiff has established by a
pr eponderance of the evidence that Morrow breached his
fiduciary duty of loyalty when he caused the debtor to make
a preferential and fraudulent transfer to M& that resulted
in his personal enrichment.

The plaintiff failed to establish by a
preponderance of the evidence that King breached his
fiduciary duty of loyalty in any respect.

The plaintiff also failed to establish by a
preponderance of the evidence that Wodward, Hunsaker 11
Hunsaker 111, or Ranney were fiduciaries of the debtor; the
plaintiff's clains for breach of the fiduciary duties of
care or loyalty by those defendants therefore fails.

The plaintiff has failed to establish by a
pr eponderance of the evidence that Liberty aided and abetted
Morrow, Angle, and King in their breaches of their fiduciary
duti es.

The plaintiff has also failed to establish by a
preponderance of the evidence that Liberty exposed the
debtor to greater liability, increased its risk, or

otherwi se injured the debtor within the neaning of CGeorgia
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Statute Section 10-7-22 when it nmade the Nintendo |oan to
TKA. Thus, the debtor nmay not discharge its obligation on
the Liberty | oan.

The plaintiff has, however, established by a
preponderance of the evidence its right to contribution from
the individual guarantors within the neani ng of Ceorgia
Statute Section 10-7-50 for its paynents to Liberty during
t he pendency of Toy King Il of principal and interest.

Simlarly, the plaintiff has established by a
preponderance of the evidence its entitlenment to subrogation
as set forth in Georgia Statute Sections 10-7-56 and 10-7-57
to Liberty's rights in the individual guarantors' coll ateral
that secures the Liberty | oan obligation.

Finally, the plaintiff has failed to establish by
a preponderance of the evidence under any theory that the
debtor paid | ease paynents on behalf of non-debtor entities
or excessive salary to Morrow prepetition

G POST-PETITION CLAI M FOR EXCESS SALARY

1. | nt roducti on.

The unsecured creditors commttee asserts that
Morrow failed to conply with the court order requiring him
to repay to the debtor salary he received during the
pendency of Toy King Il that was in excess of the salary
approved in that order (Main Case Docunent No. 192).
Accordingly, the plaintiff seeks recovery of those nonies

pursuant to Section 549 of the Bankruptcy Code. Section 549
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allows the trustee, or in this case the unsecured creditors
commttee, " to "avoid a transfer of property of the estate
-- (1) that occurs after the commencenent of the case .
[and] that is not authorized [by the Bankruptcy Code] or by
the court.”

2. Toy King' s paynent of salary to Mrrow during
Toy King Il in excess of approved anpunts.

The court determined in Section |IV.H 3. above that
Morrow was entitled to a salary in the anount of $6,333. 33
in paynment of services he perfornmed for the debtor during
t he pendency of Toy King Il. The court further determ ned
that Morrow recei ved conpensation fromthe debtor in the
anount of $20, 769. 24 between the dates of April 10, 1990,
and June 30, 1990. Morrow therefore received $14,434.91
fromthe debtor in excess of the salary approved by the
court. Morrow subsequently repaid $12,014.62 of that excess
conpensati on.

The court concludes, therefore, that the plaintiff
has established by a preponderance of the evidence that
Morrow failed to repay $2,421.62 to the debtor in excess
conpensation. Accordingly, the court determ nes that Morrow

is liable to the debtor in that anpunt.
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H  THE SECURED STATUS COF LIBERTY'S CLAIM AND THE
AMOUNTS TO WHI CH LI BERTY IS ENTI TLED TO BE
PAID ON I TS SECURED CLAI M

1. | nt roducti on.

Li berty was a secured creditor of the debtor in the
Toy King Il case. Wen the court confirnmed the Toy King |
pl an, the debtor paid Liberty its claimin full. The commttee
filed an objection to Liberty's claimon the grounds that the
claimwas only partially -- not fully -- secured (Main Case
Docurment No. 338). |In other words, the conmttee contends that
the value of Liberty's security was | ess than the anmount of the
debtor's debt to Liberty and that Liberty is entitled to
paynment of its secured claimonly in the anmount of the val ue of
Li berty's collateral. 1In this adversary proceeding, the
commttee seeks to recover fromLiberty the excess the debtor
paid. Before trial, the court consolidated the contested
matter initiated by the filing of the objection to claimwth
t he adversary proceedi ng that seeks the recovery of the excess
(Docunment No. 59). The court treats these related and
consolidated matters in this section of the deci sion.

As the court discussed in Section IV.D. 4. above,
Li berty was a secured creditor of the debtor. The debtor
pl edged i nventory and proceeds as security for both the Liberty
and N ntendo | oans. The individual guarantors al so pl edged
cash or cash equival ents, stock, and real estate as security

for these | oans.
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During the pendency of Toy King Il, the debtor sold
substantially all of its assets to VM, including the
collateral pledged to Liberty. VM paid $1, 000,050 to the
debtor for its inventory, fixed assets, three | easehol ds, and
contract rights. O this anount, $750, 000 represented the
debtor's inventory.

The debtor paid $1,049,008.33 to Liberty on August 2,
1991, as required by its confirmed plan. That paynent
represented paynent in full on Liberty's claimagainst the
debtor's estate and was conprised of $900,000 in principal and
$149,008.33 in interest. Accordingly, the debtor paid
$1,049,008.33 in principal and interest to Liberty onits claim
after the filing of Toy King Il

The plaintiff asserts that Liberty's claimagainst
the debtor's estate was not fully secured and therefore seeks
to recover the debtor's paynment of principal to Liberty to the
extent that it exceeds the anmount of Liberty's allowed secured
claim |In addition, the plaintiff seeks to recover the
debtor's paynent of interest to Liberty on the basis that
Section 506(b) of the Bankruptcy Code does not permt post-
petition interest on Liberty's claimbecause the clai mwas not
over secur ed.

Because the debtor paid Liberty on its claimduring
t he pendency of Toy King Il, the commttee relies upon Section
549 of the Bankruptcy Code to recover both anpbunts. Section

549 allows the trustee, or in this case the unsecured creditors
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commttee,?® to "avoid a transfer of property of the estate --
(1) that occurs after the commencenent of the case . . . [and]
that is not authorized [by the Bankruptcy Code] or by the
court."

2. Determning the secured status of Liberty's
claim

To deci de these issues, the court nust first
determ ne the secured status of Liberty's claimpursuant to
Section 506(a) of the Bankruptcy Code. Liberty "bears the
ultimate burden to prove by a preponderance of evidence .
that its claimwas oversecured, to what extent, and for what

period of time." Financial Security Assurance, Inc. v. T-H New

Oleans Limted Partnership (Inre T-H New O leans Limted

Part nership), 116 F.3d 790, 798 (5'" Cir. 1997).2%

Section 506(a) of the Bankruptcy Code provides in
pertinent part that:

An allowed claimof a creditor
secured by a lien on property in which
the estate has an interest . . . is a
secured claimto the extent of the val ue
of such creditor's interest in the
estate's interest in such property .
and is an unsecured claimto the extent
that the value of such creditor's
interest . . . is less than the anmount
of such allowed claim Such val ue shal
be determned in light of the purpose of
t he valuation and of the proposed
di sposition or use of such property

(Enphasi s added).
Al t hough the collateral subject to Liberty's |oan

i ncludes the property of the individual guarantors and property
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of the debtor, only the debtor's property is relevant to the
court's determ nation of the secured status of Liberty's claim
agai nst the debtor under Section 506.%°? The debtor's property
given as collateral to Liberty is conprised of the debtor's
inventory and the proceeds of that inventory.

3. Does Liberty have a perfected security
interest in all of Toy King' s inventory?

a. lInventory in Pennsylvania and Maryl and.

The plaintiff asserts that Liberty does not have a
security interest in sone of the debtor's inventory because
Liberty failed to file tinely UCC-1 financing statenents in
Pennsyl vania and Maryland and failed to file a UCC-1 financing
statenent altogether in Mssissippi. The court determned in
Section V.C.5. above that Liberty tinely filed its UCC 1
financing statenments to continue its perfected security
interest in the debtor's inventory located in Pennsyl vania and
Maryl and. The plaintiff, therefore, cannot prevail on its
claimas to the inventory located in those states.

b. lnventory in M ssissippi.

. Ef fect of the bankruptcy filing
when a financing statenent was not
filed in M ssissippi.

It is true, however, that Liberty never filed a UCC 1
financing statenent in Mssissippi. As the court discussed in
Section V.C 5.c. above, under Section 9-103(1)(d) of the
Uni f orm Commerci al Code, Liberty had four nonths fromthe date

that the debtor shipped inventory into Mssissippi to file a
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UCC-1 financing statenent in that state to continue its
perfected security interest in inventory |ocated there.

The debt or shipped inventory into M ssissippi one
week before it opened its new store on Novenber 11, 1989.
Li berty therefore needed to file a UCC-1 financing statenent in
M ssi ssippi on or before March 3, 1990, to continue to perfect
its security interest in the debtor's inventory |located in that
state. The debtor did not do so. The trade creditors filed an
involuntary petition initiating the Toy King Il case, however,
before the re-perfection wi ndow cl osed on March 3, 1990.

Courts have split on the question of whether an
i nsol vency proceeding tolls the four nonth deadline by which a
secured creditor is required to file a UCC-1 financing
statenent in a new state to continue its perfected security
interest. Section 9-103(1)(d) of the Uniform Commercial Code,
the controlling provision, is silent with respect to this
specific issue. Courts have therefore determ ned the issue on
the basis of statutory construction, adopting either a |iberal
or literal interpretation of the Uniform Comrercial Code,
depending on the court's view of the objectives and purposes of
the applicable | aw

In General Electric Co. v. Halmar Distributors, |nc.

(Inre Halmar Distributors, Inc.), 968 F.2d 121, 128 (1° Cir.

1992), for exanple, the court held that the filing of a
bankruptcy petition tolled the period by which the secured

creditor is required to file a financing statenment in a new
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state. The court based its decision on Section 9-403(2) of the
Uni f orm Comrerci al Code. Section 9-403(2) provides that, when
a previously filed financing statenent is due to expire during
the course of bankruptcy proceedi ngs, a creditor need not file
a continuation statenment until after the bankruptcy is cl osed.
Id. at 126.

The court extended the reach of Section 9-403(2) to
Section 9-103(1)(d), reasoning that both sections shared a
common purpose. The court noted that each section is primrily
concerned with providing notice of the secured creditor's
security interest to subsequent putative creditors, rather than
with protecting the original secured creditor itself. Id. at
125. The court concluded that the filing of a bankruptcy
petition acconplished the primary purpose of Section
9-103(1)(d) because the trustee takes open and notori ous
possessi on of property of the debtor's estate and the court
thereafter retains jurisdiction of its disposition. 1d. at

126 (citing United States, Small Busi ness Adm nistration v.

Freeland (In re Chaseley's Foods, Inc.), 30 B.R 452, 456-57

(N.D. Ind. 1983), aff'd & remanded, 726 F.2d 303, 306 (7" Gir.
1983)).

In contrast, in Borg-Warner Acceptance Corp. V.

Twelves (In re Uah Agricorp., Inc.), 12 B.R 573, 578 (Bankr.

D. Uah 1981), the court adopted a nore literal reading of the
Uni form Commerci al Code when it refused to extend Section 9-

403(2) to Section 9-103(1)(d). The court reasoned that the
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expected duration of the relief afforded by each section is
very different in scope. The court enphasized that Section 9-
103(1)(d) is intended to provide a tenporary grace period,
whil e Section 9-403(2) can operate to toll indefinitely the
filing of a continuation statenent. |[d. at 577. The court

al so found the absence of any nention of an extension of the
Section 9-103(1)(d) grace period, such as that contained in
Section 9-403(2), to be "indicative of the Code's intent not to
extend such periods in insolvency proceedings."” |d.

Under the Hal mar Distributors approach, of course,

the substantive distinction relied on by the Utah Agricorp

court is irrelevant because the insolvency proceeding itself is
a substitute for the filing of a UCC-1 financing statenent
called for by Section 9-103(1)(d). Provided that the

i nsol vency proceeding is initiated within the four nonth
period, Section 9-103(1)(d) is deened satisfied, at |east

t hroughout the pendency of the insolvency proceeding.

The Hal mar Distributors approach has been adopted in

at least one other circuit and is favored by comentators. See

Reedy River Ventures Limted Partnership v. Synoptics

Communi cations, lnc., 1994 W. 560570 *2 (4'" Cir. 1994): James

J. Wiite & Robert S. Summers, Uniform Commercial Code § 22-21

at 1056 (3d ed. 1988)["[D]ebtor's bankruptcy within the four
month period will have the sane effect as though the [creditor]
had perfected its security interest by filing in the new

state."] Section 1-102 of the Uniform Comrercial Code makes
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clear that the Act is to be "liberally construed and applied to
pronote [its] underlying purposes and policies."”

The court adopts the Halmar Distributors decision as

the better reasoned view and concludes that the filing of a
bankruptcy petition tolls the deadline by which a secured
creditor must file a UCC-1 financing statenent in a new state.
Li berty, therefore, had a continuously perfected security
interest in the debtor's inventory and its proceeds |located in
M ssissippi at all times after the inventory was shipped to
that state.

ii. Wi has priority if the perfection

| apses? The debtor or the secured
party, Liberty?

In any event, even if Liberty's perfected security
interest in the debtor's inventory located in M ssissipp
| apsed due to Liberty's failure to file a UCC-1 financing
statenent in M ssissippi, Liberty would still hold a priority
position in relation to the plaintiff. Wen a secured creditor
fails to file a UCC-1 financing statement wthin the four nonth
period, under Section 9-103(1)(d)(i) the creditor's "security
i nterest becomes unperfected at the end of that period and is
thereafter deened to have been unperfected as agai nst a person
who becanme a purchaser after renoval." (Enphasis added).
Section 9-103(1)(d)(i) specifically excludes a |ienholder from
its anbit and, thus, does not allow a |lienholder to prinme a
secured creditor who fails to perfect tinmely its security

interest in a new state. See Final Report of the Article 9
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Revi ew Comm ttee of the Pernmanent Editorial Board for the

Uni form Commerci al Code, April 25, 1971["The Committee proposes

in. . . 9-103(1)(d)(i) . . . to make clear that after the
| apse purchasers - - i.e., buyers and secured parties - - have
priority over the | apsed security interest. The negative
inference is that judgnment |lienors remain subordinate."]. See

al so, Janes J. Wiite & Robert S. Summers, Uniform Comerci a

Code § 22-21 at 1056 (3d ed. 1988)["[A] trustee in a bankruptcy
occurring within [the four nonth period] should | ose because
the out-of-state security interest does not beconme unperfected
beyond the four-nonths as agai nst one not a 'purchaser'."].

Section 544(a) of the Bankruptcy Code, of course,
gives the trustee, or in this case the unsecured creditors
commttee standing in the shoes of the debtor, the rights of a
hypot heti cal judgnment |ienhol der rather than a bona fide

purchaser.?”® See City National Bank of Mam v. General Coffee

Corp. (Inre CGeneral Coffee Corp.), 828 F.2d 699, 704 (11th

Cr. 1987). To obtain priority over Liberty, however, the
trustee (or the debtor) would be required to have the rights of
a bona fide purchaser. Because the plaintiff has rights only
as a hypothetical judgnent lienholder, it cannot assune a
position superior to Liberty on the facts of this case even if
the filing of a bankruptcy petition did not toll Liberty's

obligation to file a UCC-1 financing statenent in M ssissippi.
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il Concl usi on.

The plaintiff concedes that Liberty has a perfected
security interest in the debtor's inventory and proceeds in al
states but Pennsylvania, Maryland, and M ssissippi. For all of
the foregoing reasons, the court concludes that Liberty has a
perfected security interest in all of the debtor's inventory
and proceeds, including inventory |ocated in Pennsylvani a,

Maryl and, and M ssi ssippi, superior to that of the plaintiff.

4. \What is the value of Liberty's collateral?

Havi ng determ ned that Liberty has a fully perfected
security interest in all of the debtor's inventory and
proceeds, the court nmust now determ ne the val ue of that
collateral. Courts are required to determ ne the secured
status of a creditor's claim"on a case-by-case basis in |ight
of the purpose of the valuation and the proposed di sposition or

use of the subject property.” 1In re Landing Associates, Ltd.,

122 B.R 288, 292 (Bankr. WD. Tex. 1990) (citing S.Rep. No.

989, 95'" Cong., 2d Sess. 68 (1978 reprinted in 1978

US CCAN 5787, 5854).
Sone courts have held that a creditor's secured clai m

is always determ ned on a specific date. See, e.qg., Comunity

Bank of Honmestead v. Torcise (In re Torcise), 187 B.R 18, 23

(S.D. Fla. 1995)["The anmount by which a claimis oversecured

nmust be determ ned as of the petition date."], rev'd on other

grounds, 162 F.3d 1084, 1087 (11'" Gir. 1998); NCNB Texas

Nati onal Bank v. Hulen Park Place, Ltd. (In re Hul en Park
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Place, Ltd.), 130 B.R 39, 43 (Bankr. N.D. Tex. 1991)[i ssue of

whet her creditor is oversecured is determ ned as of the

petition date]; Landing Associates, 122 B.R at 293

[ mreasurenment date is confirmation date].

The majority of courts, however, adopt a flexible
approach to the determ nation of the secured status of a claim
that is based upon the circunstances of the case and the

purpose of the valuation. See, e.g., T-H New Oleans Limted

Partnership, 116 F.3d at 798; In re Hem sphere International

Center, Inc., 59 B.R 289, 294 (Bankr. S.D. Fla. 1986). This

court adopts the flexible approach as the better reasoned
position. The court nust therefore decide the appropriate date
and nethod to value Liberty's collateral based upon the facts
of this case.

In this case, TKA paid down the entire bal ance of the
Ni nt endo | oan and paid $600, 000 in principal on account of the
Li berty loan prior to the filing of Toy King Il. Consequently,
TKA owed Liberty $900, 000 on the Liberty I oan on the Toy King
Il petition date. The debtor as guarantor had a conti ngent
l[tability for this anobunt. There is no dispute, therefore,
that Liberty has an allowed claimin the anmount of $900, 000
that is secured by property of the estate. The collateral, the
debtor's inventory, had a value of $1,111,610.03 on the Toy

4 The evidence, therefore, denonstrates

King Il petition date.?®
that Liberty's claimwas oversecured when the Toy King Il case

was fil ed.
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Later, on May 17, 1990, the debtor sold substantially
all of its assets for the total anmount of $1,000,050. In
Section IV.l1.3. above, the court determ ned that $750, 000 of
this anount represented the debtor's inventory in which Liberty
had a security interest.?® By Miy 17, 1990, therefore, the
debtor's inventory had a value that was | ess than the anount of
Li berty's cl aimagainst the debtor's estate. The court is
satisfied that at some point in tine between the filing of Toy
King Il and the debtor's sale of its assets, Liberty's claim
becane undersecured.

I n circunstances where the collateral has been sold,
courts generally determ ne the secured status of the claimon
the date of sale for the purpose of allow ng the secured claim
and determining the creditor's entitlenent to interest and
attorney's fees, provided that the sale price is fair and the

result of arms-length negotiation. See, e.qg., Ford Mdtor

Credit Co. v. Dobbins, 35 F.3d 860, 870 (4'" Gir.

1994)["[Clourts should use the sale price, not sonme earlier
hypot heti cal valuation, to determ ne whether a creditor is
oversecured and thus entitled to postpetition interest under 8§

506(b)."]; Takisaki v. Alpine Goup, Inc. (In re Al pine Goup,

Inc.), 151 B.R 931, 935-36 (Bankr. 9'" Cir. 1993)["[T] he val ue
of the collateral at the tinme of sale, subject to credit for
the costs of inprovenents made by [the debtor], is the
appropriate benchmark for determning [the creditor's] secured

status."]; Inre Mtchell, 81 B.R 171, 173 (Bankr. D.C
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1988) [ "[ T] he maxi mum anmount allowable to [the secured creditor]
under Sections 502(b)(2) and 506(b) is the net sales price
"1; Inre Kids Stop of Anerica, Inc., 64 B.R 397, 401

(Bankr. MD. Fla. 1986)["If there is to be a disposition of the
property, then the valuation of the collateral should be based
on the funds received fromthe disposition so |long as the

di sposition is comercially reasonable.”]. See also 5 Collier

on Bankruptcy, T 506.01 at 506.03[6][b] (15'" ed.

1999)["[ Rl egardl ess of the purpose of the valuation, if an
actual sale (or equivalent disposition) is to occur, the value
of the collateral should be based on the consideration to be
received by the estate in connection with the sale, provided
that the terns of the sale are fair and were arrived at on an
arm s-length basis."].

The debtor conpleted the sale of its assets to VM
during the pendency of the bankruptcy case and under the
supervision of the court. The sale was noticed to al
creditors, and each was given an opportunity to object. The
sal e brought the highest and best price; there were no higher
offers. The court conducted a hearing on the notion to sel
and determned that the sale was in the best interest of the
estate. The court then entered an order approving the debtor's
motion to sell its assets to VM that set forth a deadline by
whi ch the sale was to be cl osed.

When the parties failed to close the sale by that

date, the court conducted a second hearing on the debtor's
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notion to sell. At that hearing, the parties reached an
agreenent to go forward wth the sale at a reduced purchase
price. VM reduced its offer because the debtor could not
fulfill all of the terms of the sale and because the val ue of
the debtor's inventory had di m nished. There were no higher
offers. The court approved the notion to sell on the
renegotiated terns. The sale closed shortly thereafter.

The court concludes that the debtor sold its assets,
including the inventory subject to Liberty's lien, to VM for a
fair price that was achi eved by arns-length negotiation. On
the facts of this case, therefore, the court is required to
determ ne the secured status of Liberty's claimas of the tine
of the May 17, 1990, sale. The court determned in Section
IV.1.3. above and in this section that the debtor's inventory
had a val ue of $750,000 on that date. Accordingly, the court
concl udes that Liberty has an all owed secured cl ai magai nst the
debtor in that anount and an all owed unsecured claimfor the
remai ni ng $150, 000. ?®°  Thus, Liberty received $150, 000 nore
than it was entitled to receive on the principal of its claim
when the debtor paid to Liberty $900,000 in principal on August
2, 1991.

5. Is Liberty entitled to interest as an
oversecured creditor?

The debtor also paid Liberty $149,008.33 in interest

on August 2, 1991. The plaintiff seeks to recover this anmount
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on the basis that Liberty is not entitled to interest under
Section 506(b) of the Bankruptcy Code.

That section provides that:

To the extent that an all owed

secured claimis secured by property the

val ue of which, after any recovery under

subsection (c) of this section, is

greater than the anount of such claim

there shall be allowed to the hol der of

such claim interest on such claim and

any reasonabl e fees, costs, or charges

provi ded for under the agreenent under

whi ch such cl ai m ar ose.

The court has determned in Section V.H 4. above that
Li berty has an allowed claimtotaling $900, 000, conprised of an
al l owed secured claimin the anount of $750, 000 and an al |l owed
unsecured claimin the amount of $150,000. Because the
debtor's inventory had a value at the time of sale that was
| ess than Liberty's total claim Liberty is undersecured and
therefore not entitled to interest pursuant to Section 506(b).

The sane result obtains under the principles set
forth in Dobbins, 35 F.3d at 870. |In that case, the court
found that the creditor was not entitled to post-petition
interest, even though it was oversecured at the tinme the case
was filed, because its collateral was ultinmately sold for |ess
than was owed. 1d. The court was uninpressed that the
creditor had been oversecured before the sale, and expressed
concern that allowance of post-petition interest in the
ci rcunst ances of that case would be unfair to unsecured

creditors because the nonies used to pay the post-petition
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interest would of necessity cone fromthe estate's
"unencunbered assets . . . that would otherw se be avail able
for distribution to unsecured creditors.” 1d. at 871

In this case, the debtor paid post-petition interest
to Liberty out of the proceeds it realized fromthe sale to VM
of its unencunbered property. This paynent reduced the nonies
avai lable for distribution to its unsecured creditors, the very
result that the Dobbins court feared.

For the reasons stated above, the court concl udes
that, because Liberty's claimwas undersecured at the tine the
debtor sold its collateral, it is not entitled to post-petition
interest on its claim Liberty received nore than the anount
to which it was entitled on its claim therefore, when the
debtor paid to Liberty $149,008.33 in interest on August 2,
1991. The plaintiff is also entitled to repaynment by Liberty
of this anmount.

6. Is Liberty entitled to attorney's fees as
an oversecured creditor?

As the court has explained, Liberty's secured
position eroded during the pendency of the case. Wen the
debtor liquidated the inventory that secured its claim the
debtor received | ess than was owed to Liberty on the debtor's
guaranty. The court has determ ned that Liberty has an all owed
secured claimin the amount of $750, 000, an anmount that is |ess
than its total claim Because Liberty is undersecured, it is

not entitled to attorney's fees and costs pursuant to Section

352



506(b). In re Broomall Printing Corp., 131 B.R 32, 35 (Bankr.

D. Md. 1991)[when the debtor |liquidates collateral that is
security for the creditor's claimagainst it for an anount that
is less than the anbunt of the creditor's secured claim the
creditor is not entitled to attorney's fees]. Liberty is
therefore not entitled to attorney's fees on its cl ai magai nst
the debtor in this case.?”

7. My the debtor surcharge Liberty?

The plaintiff also seeks to surcharge Liberty by
recovering the nonies paid by the debtor to adm ni ster and sel
its encunbered assets for the ultimate benefit of Liberty
pursuant to Section 506(c) of the Bankruptcy Code. As a
general rule, the costs of adm nistering the debtor's estate
are not charged against a secured creditor's collateral.

Precision Steel Shearing, Inc. v. Frenont Financial Corp. (lIn

re Visual Industries, Inc.), 57 F.3d 321, 324 (3d G r. 1995).

Section 506(c) of the Bankruptcy Code, however, allows the
trustee, or in this case the unsecured creditors commttee
standing in the debtor's shoes, to "recover from property
securing an allowed secured clai mthe reasonabl e, necessary
costs and expenses of preserving, or disposing of, such
property to the extent of any benefit to the holder of such
cl ai m "?2%8

Courts have limted recovery under this section to
"expenses that are specifically incurred for the express

pur pose of ensuring that the property is preserved and di sposed
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of in a manner that provides the secured creditor with a
maxi mum return on the debt and al so apportions those costs to
the secured creditor who, realistically, is assum ng the

asset." United Jersey Bank v. Mller (Inre C S. Associates),

29 F.3d 903, 907 (3d GCir. 1994). In other words, the Section
506(c) surcharge applies when the estate incurs expenses to
liquidate collateral for the sole or primary benefit of a
secured creditor rather than the estate.

The party seeking to charge the costs of
adm ni stering and di sposing of the debtor's assets to a
specific creditor has the "burden of proving that his costs and
expenses may be surcharged against a creditor's collateral.”

Anerican Savings & Loan Association v. GIlI (In re North County

Place, Ltd), 92 B.R 437, 443 (Bankr. C. D. Cal. 1988). The

plaintiff nust show that the costs incurred in preserving or
adm nistering the debtor's assets resulted in a quantifiable
benefit to the creditor. 1d. at 445. The question of "whether
a benefit has been conferred on a creditor is one of fact."

New York National Bank v. First Fidelity Bank, 1991 WL 208813

*3 (D. N J.).

If the plaintiff successfully argues that the secured
creditor received a quantifiable benefit fromthe sale or
di sposition of its collateral, then the fees and costs of the
sale that inured to the secured creditor's benefit may be
surcharged fromthe value of its collateral. The costs and

expenses, however, nust be reasonable in type and amount. |In
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re Wckoff, 52 B.R 164, 167 (Bankr. WD. Mch. 1985). In

Wckoff, the court noted that:

The reasonabl eness of the costs and
expenses sought to be charged under
section 506(c) is often nmeasured agai nst
t he benchmark of the amount of the costs
and expenses whi ch woul d necessarily have
been incurred by the holder of the
secured claimin foreclosing the property
on its own behal f, particularly when such
hol der has not consented to the
di sposition by the debtor, debtor in
possessi on or trustee.

1d. (quoting 3 Collier on Bankruptcy Y 506.06 (15'" ed. 1985)).

In New York National Bank, W. 208813 at *4, the court

used this approach. The district court remanded the case to
t he bankruptcy court to conpare the "costs that the creditor
woul d have incurred if forced to foreclose, with the costs
incurred by the trustee in maintaining and disposing of the
property” and to determ ne whether and to what extent the
creditor received a quantifiable benefit. Id.

In this case, the court concludes that the plaintiff
has failed to carry its burden of proof on this claimbecause
it has not presented any evidence of specific costs and
expenses that the debtor incurred in adm nistering and
di sposing of the inventory in which Liberty held a security
interest. Simlarly, the plaintiff has nade no attenpt to show
a quantifiable benefit to Liberty or to present evidence of
what costs and expenses Liberty would have incurred had it

foreclosed its security interest in state court. Wthout this
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essenti al evidence, the court cannot reach the issues of
benefit or reasonabl eness.

8. Summary.

For the foregoing reasons, the court concludes that
Li berty had a perfected security interest in the debtor's
inventory and inventory proceeds on February 12, 1990. Liberty
therefore had an all owed secured claimagainst the debtor's
inventory and inventory proceeds. The court further finds
that, when the debtor sold its inventory to VM on May 17,
1990, the value of that inventory was $750,000. Accordingly,

Li berty has established by a preponderance of the evidence that
it has an allowed secured claimin the amunt of $750,000 and
an all owed unsecured claimin the amunt of $150, 000 for the
pur pose of paynment under the debtor's confirnmed plan.

The court further finds that Liberty is not entitled
to interest or attorney's fees wthin the neaning of Section
506(b) of the Bankruptcy Code.

Accordingly, the court finds that the plaintiff has
establi shed by a preponderance of the evidence that the debtor
paid Liberty $150,000 in principal and $149,008.33 in interest
in excess of its allowed claim The plaintiff is entitled to
recover these overpaynents.

Finally, the court finds that the plaintiff has
abandoned, or has failed to establish by a preponderance of the

evidence, a claimfor the debtor's costs and expenses of
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adm ni stering and di sposing of the debtor's assets to be
surcharged against the collateral that secures Liberty's claim

. EQU TABLE SUBORDI NATI ON

1. | nt roducti on.

The unsecured creditors commttee seeks to equitably
subordinate all of the defendants' clains against the debtor
pursuant to Section 510(c) of the Bankruptcy Code. A "chapter
11 debtor-in-possession has standing to bring an equitable

subordination action.”™ Audre Recognition Systens, Inc. v.

Casey (In re Audre, Inc.), 210 B.R 360, 363 (Bankr. S.D. Cal.

1997). Because the court has authorized the unsecured
creditors commttee to pursue the debtor's clains against the
defendants, the commttee has standing to bring this claim

Li berty and King are the only defendants in this
proceedi ng who have filed cl ains against the debtor. Liberty
filed a secured proof of claimfor nonies owed on the Liberty
loan in the amount of $900,000. King filed a proof of claim
for nonies owed on his enploynent contract in the anmount of
$77,591. 89, $2,000 of which he claimed as priority and
$75,591. 89 of which he clained as unsecured. None of the other
defendants filed proofs of clains in this case. In the event
the plaintiff is successful in recovering property or noney
from any defendant under Sections 544, 547, 548, or 550 of the
Bankr upt cy Code, however, that defendant m ght be able to file

a proof of claimpursuant to Section 502(h) of the Bankruptcy
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Code. The plaintiff seeks to subordinate any such claimif
filed in addition to Liberty and King' s cl ains.

The plaintiff does not clearly articul ate the extent
and degree of the subordination sought for these clains and
putative clainms. |t appears, however, that the plaintiff seeks
to subordinate these clains in their entirety to the general
unsecured clains filed by non-defendants in the Toy King |
case.

G ven the economcs of the debtor's estate, the
practical inmport of equitably subordinating a claimto the
general unsecured clains in this case is the disallowance of
t hat cl ai m because there will be insufficient nonies in the
estate to provide paynent in full to unsubordi nated general

unsecured clains.?®® Lifschultz Fast Freight, 132 F.3d 339, 341

(7" Cir. 1997)["Equitabl e subordination of a claimnoves the
creditor down in the order of paynment out of the assets in the
bankruptcy estate, generally reducing (or elimnating) the
anount the creditor can recover."].

2. Equitable subordination theory: a higher

standard to subordi nate non-i nsi ders and
non-fi duci ari es.

Section 510(c) provides that:

Not wi t hst andi ng subsections (a) and (b) of
this section, after notice and a hearing,
the court may - -

(1) under principles of equitable
subor di nati on, subordinate for

pur poses of distribution all or a
part of an allowed claimto all or
part of another allowed claimor
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all or part of an allowed interest
to all or part of another allowed
interest; or (2) order that any

I ien securing such a subordinated
claimbe transferred to the estate.

"Equi tabl e subordination relies on courts' peering
behind the veil of formally uni npeachabl e | egal arrangenments to

detect the economc reality beneath.” Lifschultz Fast Freight,

132 F.3d at 349. "This task by nature 'require[s] the court to
make extrenely subjective judgnents as to whether a party has
acted opportunistically.'" 1d. (quoting David A Skeel, Jr.,
"Markets, Courts, and the Brave New Worl d of Bankruptcy
Theory," 1993 Ws. L. Rev. 465, 506).

Benjanmin v. Dianond (In re Mbile Steel Co.), 563

F.2d 692, 699-705 (5'" Cir. 1977), a pre-Code case, is the

sem nal decision on equitable subordination. In Mbile Steel,

the court set forth three elenents that nust be shown by the
plaintiff to justify the equitable subordination of the
defendant's claim 1d. at 700. These elenents are: (1) "The
cl ai mant nust have engaged in sone type of inequitable
conduct." (2) "The m sconduct mnmust have resulted in injury to
the creditors of the bankrupt or conferred an unfair advantage
on the claimant.” (3) "Equitable subordination of the claim
must not be inconsistent with the provisions"” of the Bankruptcy
Code. " 1d.

The plaintiff's burden of proof as to the first
el enent depends on whether the claimant is a fiduciary or

insider. Wen the plaintiff seeks to equitably subordinate the
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claimof a non-fiduciary, non-insider of the debtor, the
plaintiff is held to a greater proof standard than is the case

with a fiduciary or insider. Boyd v. Sachs (In re Auto

Specialties Manufacturing Co.), 153 B.R 457, 478 (Bankr. S.D

M ch. 1993). Because equitable subordination is an
extraordinary renedy "[the] claimof a non-fiduciary creditor
generally will not be equitably subordinated unl ess egregi ous
conduct on behalf of the creditor can be proven with

particularity.” 1d. (citing Anaconda-Ericsson, Inc. v. Hessen

(Inre Teltronics Services, Inc.), 29 B.R 139, 168 (Bankr.

E.D. NY. 1983)). The plaintiff nust prove that "the cl ai mant
is guilty of gross m sconduct tantamount to 'fraud,
overreaching or spoliation to the detrinment of others.'"

Teltronics Services, 29 B.R at 169 (quoting WT. Gant Co., 4

B.R 53, 75 (Bankr. S.D. N. Y. 1980)). See also Boyajian v.

DeFusco (Inre Gorgio), 862 F.2d 933, 939 (1° Cir.

1988) [ "Where a bankruptcy court has subordi nated the debt of a
creditor who was not an insider, it has done so on the ground
that that conduct was egregious and severely unfair in relation
to other creditors."].

For exanple, in Slefco v. First National Bank of

Stuttgart (In re Slefco), 107 B.R 628, 644-45 (Bankr. E.D

Ark. 1989), the court found that the defendant bank acted
fraudulently to pronote its own interests at the expense of the
unsecured creditors and equitably subordi nated the bank's

claim In that case, the bank m srepresented its intentions to
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l end further nonies to the debtor to induce the debtor to
correct deficiencies inits |oan portfolio and to pl edge
additional collateral to the bank. [1d. The bank continued its
m srepresentations through harvest in an effort to ensure that
t he debtor maxi m zed the recovery on its collateral. At the
sanme tinme, the bank encouraged the debtor to del ay paynent on
its obligations to unsecured creditors. 1d. See also

Bergqui st v. First National Bank of St. Paul (In re Anerican

Lunber Co.), 5 B.R 470, 478 (Bankr. D. M nn. 1980)[court

equitably subordinated creditor's claimwhere creditor, with
knowl edge of the debtor's insolvency, demanded and received a
security interest in the debtor's inventory and proceeded to
liquidate the debtor in a way that favored its ow interests to
the detrinment of unsecured creditors].

In contrast, in Unsecured Creditors' Committee v.

Banque Paribas (In re Heartland Chemcals, Inc.), 136 B.R 503,

517-19 (Bankr. C.D. Ill. 1992), the court found that the bank
di d not exercise control over the debtor's affairs and did not
engage in egregi ous conduct where it nerely made i nnunerabl e
suggestions to the debtor and threatened to close its |line of
credit if the debtor failed to nake changes in its operations.
The court reasoned that "a non-fiduciary claimnt can act
strategically to protect its interest to the potenti al
detrinment of simlarly situated claimants.” [d. at 516

(quoting Badger Freightways, Inc. v. Continental Illinois
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National Bank & Trust Co. of Chicago (I n re Badger Freightways,

Inc.), 106 B.R 971, 976 (Bankr. N.D. 1l1l. 1989)).

Simlarly, in Auto Specialties Manufacturing, 153

B.R at 494, the court found that the plaintiff failed to
establish that the debtor's bank had commtted acts of fraud,
overreaching, or spoliation sufficient to justify the equitable
subordination of its debt. In that case, the bank had a | ong
history with the debtor and was its principal |ender. Wen the
debt or experienced a downturn in its business the bank
required, as a condition of further |ending, the replacenent of
t he exi sting managenent with a new managenent team The debt or
ultimately sel ected new managenent based upon a strong
recomendati on by the bank. The bank al so negoti at ed
additional credit with the debtor to permt it to pay a bonus
to the debtor's new managenent. |d. at 491-94.

The court refused to equitably subordinate the bank's
claimon these facts, finding that the bank's actions were
"nothing nore than a creditor trying its |level best to get out
of a bad |l oan cleanly wthout either sacrificing its collateral

or exposing itself to liability.” 1d. at 495. See also Herzog

v. Leighton Holdings, Ltd (In re Kids Creek Partners, L.P.),

212 B.R 898, 928 (Bankr. N.D. Ill. 1997)["Firnms that have
negoti ated contracts are entitled to enforce themto the
letter, even to the great disconfort of their trading partners,

w t hout being mulcted for |ack of good faith,"” (quoting Kham &
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Nate's Shoes No. 2, Inc. v. First Bank of Witing, 908 F.2d

1351, 1357 (7'" Cir. 1990))].

3. The claimagainst Liberty.

In Section V.C 6.b. above, the court determ ned that
Li berty is neither a fiduciary nor an insider of the debtor.
The non-fiduciary, non-insider standard, therefore, is the
appropriate standard by which the court nust judge Liberty's
actions.

There is no doubt that Liberty can be charged with
sone inequitable conduct. Liberty's actions in nmaking the
Li berty and N ntendo | oans, however, fall sonewhere between the
egregi ous acts of the Slefco case and the innocuous acts of the

Heartl ands Chem cals case. The question before the court,

therefore, is whether Liberty's actions rise to the |evel of
magni tude that would justify the equitable subordination of

Li berty's claim The answer lies in Liberty's notivations and
rewards in making the Liberty and N ntendo | oans.

Al t hough Liberty failed to exercise due diligence and
reasonabl e care in making the Liberty and N ntendo | oans, there
is no evidence that it did so with intent to harm To the
contrary, the evidence suggests that Liberty put the needs of
t he debtor and TKA above its own sound busi ness judgnent in an
attenpt to facilitate the debtor's reorganization and to
pronote the debtor's ability to operate. To that end, Liberty
made a risky loan in hurried circunmstances w thout adequate

attention to the credit worthi ness of TKA and the debtor.
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Li berty was a small community savi ngs bank, just beginning to
expand its |oan operations into commercial lending, and it
pl aced undue reliance on its business relationships with its
borrowers' principals. Al though the court does not condone the
manner in which Liberty made the Liberty and N ntendo |oans, it
cannot conclude that Liberty did so with malice or intent to
hi nder, del ay, or defraud.

In marked contrast to the benefits that TKA, M&D
Morrow, Angle, and Wodward achi eved, Liberty did not garner a
benefit fromthe Liberty and Nintendo | oans that was in any way
exceptional or out of the ordinary in the commercial |ending
i ndustry. Although Liberty sought to protect its position and
ensure paynent on its loan, it did not coerce or exert undue
pressure on TKA and the debtor to do so. For exanple, Liberty
el ected to fund the Nintendo | oan wi thout the additional
coll ateral and guaranties that woul d have inproved its secured
positi on because the debtor needed the noney quickly. As was

the case in Auto Specialties Manufacturing, Liberty's actions

in maki ng the Liberty and N ntendo | oans were intended to
protect the bank's interest inits collateral and to preserve
the debtor's ability to satisfy its indebtedness to TKA and

Li berty. Liberty's actions, although |acking in sound business
judgment and harnful to the debtor's trade creditors, were not
taken in an affirmative attenpt to secure itself a benefit it
woul d not otherwi se obtain through the ordinary course of its

dealings with TKA and the debtor. 2
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For these reasons, the court concludes that Liberty's
actions in making the Liberty and N ntendo | oans do not
denonstrate "gross m sconduct” and were not "egregi ous and
severely unfair to other creditors.” The court al so notes that
if the plaintiff were to prevail on its claimfor equitable
subordi nation, Liberty would receive no recovery fromthe
estate while, at the sane tine, bearing responsibility for the
avoi ded transfers it received fromTKA. This would essentially
shift all responsibility for the debtor's failure to Liberty, a
result that would be manifestly unjust.?"

The court determ nes, therefore, that the plaintiff
has failed to establish by a preponderance of the evidence the
first elenment required for equitable subordination of Liberty's
claim Accordingly, the court need not consider the renaining
el ements. The plaintiff's request to equitably subordinate
Li berty's claimfails.

4. The clains agai nst TKA and MD

a. | nt roducti on.

The comm ttee seeks to equitably subordi nate any
Section 502(h) clainms that TKA or M&D nmay assert against the
estate. TKA and M&D were both creditors of the debtor. They
may assert clainms in the anmounts of any repaynents that they
make of preferences or fraudulent transfers as previously
determ ned by the court. In Section V.C.3.b. and V.C.7.b.i1.
above, the court determ ned that TKA and M&D are insiders of

the debtor. The court nust therefore apply the fiduciary,
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insider standard in determning the plaintiff's equitable
subordi nation clains against them Thus, the plaintiff nerely
must prove inequitable conduct rather than egregi ous conduct.

I n circunstances where the plaintiff seeks to
equitably subordinate the claimof a fiduciary or insider of
the debtor who is also a creditor, the |line between the
defendant creditor and the debtor is often blurred. The
insider creditor is typically in a position to exert control
over the debtor. The creditor nay al so share commbn managenent
and/or ownership with the debtor. Inits efforts to collect
its debt, therefore, the creditor nmay act directly or cause the
debtor to act. Consequently, it becones nore difficult to
establish with particularity that the creditor defendant has

engaged in inequitable conduct. See Lifschultz Fast Freight,

132 F. 3d at 349 ["easy, clear rules to find under handed
behavi or are hard to cone by, because the clever soon figure
out ways around them"].

Recogni zing the analytical difficulties inherent in
determ ning whether a fiduciary or insider has engaged in
i nequi tabl e conduct, courts have uniformy shifted the
evidentiary burden fromthe plaintiff to the defendant after
the plaintiff shows sonme form of inequitable conduct.

Fabricators, Inc. v. Technical Fabricators, Inc. (Inre

Fabricators), 926 F.2d 1458, 1467-70 (5'" Gir. 1991)[creditor

acted inequitably where insider relationship between the

creditor and the debtor enabled the creditor to gain
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preferential treatnment]; WIson v. Huff man (M ssionary Bapti st

Foundati on of America), 818 F.2d 1135, 1146 (5'" Cr.

1987) [ partner's inequitable conduct could be inputed to
def endant who was "intimately connected" with the transactions

sought to be subordinated]; Goode v. Hagerty (In re Systens

| npact, Inc.), 229 B.R 363, 373 (Bankr. E.D. Va.

1998) [ def endant s engaged i n inequitable conduct "when as
directors of the debtor they all owed paynents to be nade to
themin contravention of two corporate resolutions." (Enphasis
added)]. Once the plaintiff shows an inequity, "the clai mant
then nust prove the fairness of his transactions wth the

debtor or his claimw |l be subordinated." Estes v. Cranshaw

(N & D Properties, Inc.), 799 F.2d 726, 731 (11'" Cir. 1986).

b. 1lnequitable conduct.

The first elenent that the plaintiff nust establish

under the Mbile Steel test is whether the defendant has

engaged in inequitable conduct. Mobile Steel, 563 F.2d at 700.

"In the context of equitable subordination, the type of conduct
t hat has been considered 'inequitable' generally falls within
the follow ng categories: '(1) fraud, illegality, breach of
fiduciary duties; (2) undercapitalization; and (3) claimant's
use of the debtor as a nere instrunentality or alter ego.'"

Li fschultz Fast Freight, 132 F.3d at 344-45 (quoting M ssionary

Bapti st Foundation, 712 F.2d 206, 212 (5'" Gir. 1983),

remanded, 818 F.2d at 1144). These categories describe the

ki nd of conduct required to satisfy the Mobile Steel elenents

367



rather than the degree of culpability required. See, e.g., In
re Beverages International Ltd., 50 B.R 273, 281 (Bankr. D

Mass. 1985)["Proof of outright fraud is unnecessary."]; Summt

Coffee Co. v. Herby's Foods, Inc. (Inre Herby's Foods, Inc.),

2 F.3d 128, 133 (5'" Cir. 1993)["It is well established that
actual fraud need not be shown for equitable subordination.”

(quoting Machinery Rental, Inc. v. Herpel (In re Miltiponics,

Inc., 622 F.2d 709, 720 (5'" Cir. 1980)).

Essentially, "[t]he court nmust closely exam ne the
claimant's relationship to the debtor to determ ne whether the
cl ai mant has used an opportunity to adjust its position in such
a way that other creditors are prejudiced.” Beverages

International, 50 B.R at 281. |In Beverages International, the

court noted that:

| nequi t abl e conduct is conduct which may
be I awful, yet shocks one's good
conscience . . . a secret or open fraud
. an unjust enrichnment, not . . . by
ast uteness or business acunen, but
enrichment through another's | oss brought
about by one's own unconsci onabl e, unjust,
unfair, close or double dealing or foul
conduct .

Id. (quoting In re Harvest MIling Co., 221 F. Supp. 836, 838

(D. Oe. 1963)). "The inquiry is on a case-by-case basis

focusing on fairness to other creditors.” Kids Creek Partners,

212 B.R at 928.
For exanple, in N& Properties, 799 F.2d at 732, the

court found that the defendant acted inequitably when she

m srepresented to potential custonmers the debtor's ability to
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transact business while taking steps to pronote her own
interests. The defendant owned a mnority interest in the
debtor, a retail furniture business, and took control of the
debtor upon learning that it was defaulting on its obligations.
VWhile in control of the debtor, the defendant offered
substantial discounts to cash paying custoners, know ng t hat
t he debtor would be unable fill those orders. At the sane
time, the defendant took a security interest in the debtor's
inventory and receivables. The court concluded that the

def endant "was acting solely for her own benefit, to mnimze
her risk of loss without any consideration for other
creditors.” 1d.

Simlarly, in Systens |Inpact, 229 B.R at 372, the

court found that the defendant directors treated the plaintiff
unfairly when the debtor nade note paynents to the defendant
directors in contravention of a subordination agreenent and
despite repeated assurances to the plaintiff that the
plaintiff's obligations would receive priority treatnment. The
court enphasi zed that, because the defendants were insiders of
the debtor, the plaintiff did not need to prove that the
defendants "conmmtted 'wongful acts' or engaged in fraudul ent
conduct" but nmerely that they acted inequitably. 1d. at 373.
Her by's Foods, 2 F.3d at 133, is another case

cont ai ni ng an exanpl e of conduct that the court found to be
inequitable. In that case, the defendant and debtor shared

comonal ity of ownership and managenent. The court found that
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the defendant's actions in advancing funds to the debtor

t hrough | oans rather than equity and then later taking a
security interest in the debtor's assets when the debtor was
i nsol vent was "nore than adequate evidence of inequitable
conduct." 1d.

Likewise, inlnre MFarlin's, Inc., 49 B.R 550, 553

(Bankr. WD. N.Y. 1985), the court found that the plaintiff had
satisfied its burden of persuasion on a claimfor equitable
subordi nati on where the plaintiff established facts of
"exorbitant interest rates, bad faith, and unfair dealings on
the part" of the defendant. 1d.

On the other hand, in Lifschultz Fast Freight, 132

F.3d at 353, the court refused to equitably subordinate the
insider's claimagainst the debtor where the insider acted at
arnms-length in making a loan to the debtor. The court noted
that "the insiders provided funds to the conpany on a footing
conparable to that an outsider afforded.” |d.

TKA's actions in this case parallel those found to be

inequitable in the N&D Properties, Systens |Inpact, Herby's

Foods, and McFarlin's cases, rather than those cited with

approval in the Lifschultz Fast Freight case. TKA acted

unfairly when it put its own interests before the other

creditors in its dealings with the debtor. For exanple, TKA
ignored Liberty's requirenent that it invest $500,000 of the
Li berty | oan proceeds into the debtor and instead | oaned the

nmonies to the debtor. TKA charged interest on all of its
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I ending to the debtor at excessive and unreasonable rates. TKA
al so charged to the debtor guaranty fees that were wholly
unr easonabl e and excessive in anount.

At the sane tinme, TKA was able to obtain an unfair
advant age t hrough Morrow and Angl e, who were principals of both
TKA and the debtor. For exanple, the debtor m srepresented on
its bal ance sheets the obligations it owed to TKA and in its
representations to trade creditors, thereby enticing trade
creditors to advance credit to the debtor. The debtor funded
its paynents to TKA through the liquidation of inventory that
it purchased with this credit. At all tinmes, the debtor
treated its obligations to TKA on a priority basis, making its
paynments no matter what was happening with the debtor. The
debtor elected to reduce its purchases of N ntendo products (a
| ead product), to purchase goods that were of inferior quality
or outdated, and to use nore costly suppliers in preference to
foregoing or reducing its paynents to TKA. \Wen it becane
clear that the debtor would not be able to continue to operate
as a going concern on its own, the debtor nmade substanti al
paynments on its TKA obligations in preference to its trade
debt. Al though the debtor nmade these paynents w thout any
apparent coercion by TKA, the evidence is clear that Mrrow and
Angl e were acting in the best interests of TKA rather than the
debt or when they caused the debtor to pay down its debts to
TKA.
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The court concludes that the plaintiff has
established that TKA acted inequitably in its dealings with the
debtor. Accordingly, the burden of proof shifts to TKA to show
that its actions were fair. TKA proffered sone testinony at
trial by its principals that its relations with the debtor were
for a valid business purpose and reasonable in degree. The
court did not credit this testinmony, and TKA did not offer any
ot her evidence in support of its position. TKA therefore
cannot carry its burden of proof; the plaintiff has satisfied

the first element of the Mobile Steel case with respect to TKA

M&D s actions in this case were al so inequitable. As
was the case with TKA, the common managenent between M&D and
the debtor allowed M&D to control the actions of the debtor to
the extent necessary to further the interests of M&D whenever
they were at odds with the debtor's interests. MD was able to
secure for itself the First Union clains with m ninmal
investment. M&D obtained a better interest rate on those
claims than the interest rate provided for clains of that class
in the Toy King I confirmed plan. The debtor paid M&D a
portion of its dividend, with interest and "profit" incl uded,
before any other dividend claimwas paid. Wen it becane clear
that the debtor was failing, the debtor paid the M&D
subordi nated note in contravention to the terns of the
confirmed plan and in advance of its trade creditors. The
debtor made no attenpt to obtain Liberty's consent to this

payment . 2’2 Al though the debtor nade the payment without any
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apparent coercion by M&D, the evidence is clear that Mrrow was
furthering M&D s interests rather than the debtor's when he
caused this paynent to be nade.

Accordingly, the court concludes that the plaintiff
has established that M&D acted inequitably in its dealings with
the debtor. The burden of proof therefore shifts to M& to
show that its actions were fair. MD has provided no evidence
in this case that would support such a conclusion. In fact,
its conduct in acquiring the First Union clainms and continuing
t hrough the paynent on those clains provides a classic case of
self-dealing by insiders and fiduciaries. The court therefore
concludes that the plaintiff has al so established the first

el ement of the Mibile Steel test with respect to MD.

c. Resulting harmor unfair advantage.

The second el enent of the Mobile Steel test that the

plaintiff nust establish is whether the defendant's actions
resulted in harmto other creditors or created an unfair

advantage for the defendant. Mobile Steel, 563 F.2d at 700.

In Capitol Bank & Trust Co. v. 604 Col unbus Avenue Realty Trust

(In re 604 Col unbus Avenue Realty Trust), 968 F.2d 1332, 1363

(5'" Cir. 1992), the court described the appropriate analysis
for this element as foll ows:

In exam ning the effect of the conduct on
creditors, the court should consider the
effect on the then-known creditors, as
well as future creditors. In this

anal ysis, the question to be answered is
whet her or not the offending conduct had
an inpact on the bankruptcy results, that
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is, the bottomline, in the proceeding
before the court . . . . This wuld
enconpass all the effects of fraud and

i nequi tabl e conduct that would have an

i npact upon [other creditors' |egal or
equitable rights in the bankruptcy
results] . . . . In denonstrating the
harm the objecting party usually need
not identify specifically each particul ar
creditor who was harnmed and quantify the
injury suffered by each. [|f the

m sconduct results in harmto the entire
creditor body, the objecting party need
denonstrate only that the m sconduct
harnmed the creditor body in sonme general,
al beit concrete, manner.

(quoting, A DeNatale and P. Abram The Doctrine of Equitable

Subordi nation as Applied to Nonmanagenent Creditors, 40

Bus. Law, 417, 426 (1985)).

For exanple, harm may consist of a creditor's
"reliance on the managenent's m scharacterizations of financial
condition, or the continued buil dup of unsecured debt caused by
t he mani pul ati on of the debtor by the claimant to his own

advantage." Beverages International, 50 B.R at 283 (citations

omtted). This elenent can be satisfied, therefore, if the
plaintiff can show that the "general creditors are less likely

to collect their debts.” 80 Nassau Associ ates v. Crossl and

Federal Savings Bank (In re 80 Nassau Associates), 169 B.R

832, 840 (Bankr. S.D. N. Y. 1994).

Al ternatively, the second elenent is satisfied if the
plaintiff can denonstrate that the defendant received nore than
it would have but for its inequitable conduct. See, e.qg.,

MFarlin's, 49 B.R at 555 ["The decision by the officers to
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make . . . substantial paynents on behalf of the debtor" to the
corporation that they owned while making no paynents to ot her
creditors "conferred an unfair advantage on the officers to the
detrinment of other creditors."].

The facts that the plaintiff has adduced in this case
Wi th respect to both TKA and M&D are nore than sufficient to
establish both types of harm The debtor's creditors were
harmed by TKA's failure to capitalize the debtor and by M&D s
usurpation of the debtor's opportunity to acquire the First
Union clainms at a discount. TKA and M&D si phoned needed cash
fromthe debtor by these acts and exacerbated the debtor's
[iquidity problens. At the sanme tinme, the debtor's liabilities
to its trade creditors clinbed fromroughly $538, 167 at the
time Toy King | was confirmed®® to roughly $1, 967,706 at the

time Toy King was filed.

The debtor was unable to nmake any
distribution on these liabilities in this case.

TKA and M&D, on the other hand, who stood in parity
with the debtor's trade creditors, received substantially nore
fromthe debtor than they would have if their clains had been
paid with the general unsecured clains during the pendency of
this case. TKA received regular periodic paynments of interest
and guaranty fees. TKA also received principal paynents,

i ncluding nonies that were to be infused in the debtor as

equity. MD received its principal on its subordinated note in

addition to interest and "profit".
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For these reasons, the court concludes that the
plaintiff has established this element with respect to both TKA
and M&D.

d. Consi stency with the provisions of
t he Bankruptcy Code.

The third el enent under Mobile Steel that the

plaintiff nust satisfy is whether equitable subordination of
the defendant's claimis consistent with the Bankruptcy Code.

Mobile Steel, 563 F.2d at 700. "This requirenent has been read

as a 'remnder to the bankruptcy court that although it is a
court of equity, it is not free to adjust the legally valid
claimof an innocent party who asserts the claimin good faith
merely because the court perceives the result is inequitable.'"

Citicorp Venture Capital, Ltd. v. Commttee of Creditors

Hol di ng Unsecured Clainms (I n Papercraft Corp.), 160 F. 3d 982,

990 (3d Cir. 1998) (quoting United States v. Noland, 517 U. S

535, 539 (1996)).

In 80 Nassau Associ ates, the court made the foll ow ng

observation with respect to this el enent:

The requi renent that subordination nust
be consistent with bankruptcy |aw cones
into play only after the court has
concluded that the first two prongs
[under Mobile Steel] have been satisfied.
Conversely, if a court determ nes that
the party advocating equitable

subordi nation has satisfied the first two
prongs of the Mobile Steel test, it is
difficult to imagine a situation in which
equi t abl e subordi nati on woul d not be
warrant ed by bankruptcy law. And since

t he Bankruptcy Code, unlike its
predecessors, expressly authorizes the
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remedy of equitable subordination, the
third prong of the Mobile Steel test is
likely to be noot.

80 Nassau Associ ates, 169 B.R at 841.

| ndeed, an exhaustive exam nation of cases deci ded
after 1980 fails to yield one case in which the court refused
to equitably subordinate a claimbecause the plaintiff could

not satisfy the third el enent under Mbile Steel.

Courts that have considered this el enent concl uded
that, where the plaintiff has satisfied the first two el enents

of the Mobile Steel test, the third elenent is satisfied. See,

e.q., Papercraft, 160 F.2d at 990 [availability of alternate

remedi es under the Code did not make equitable subordination

inconpatible with the Code]; MFarlin's, 49 B.R at 555-56

[ equi t abl e subordi nati on consistent with the Bankruptcy Code].

In McFarlin's, the court pointed out that:

One of the functions of bankruptcy is fair
and orderly distribution of the debtor's
assets anong creditors. Were insiders
have injured the debtor, preferred

t hensel ves over the other creditors, and
created an unfair bargain, the principles
of fairness would be violated if the
insiders' claimwas allowed to share
equally with the other creditors.

For these reasons set forth in MFarlin's, the court

determ nes that the plaintiff has established this elenment with

respect to TKA and M&D
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e. Concl usi on.

For the reasons set forth above, the court concl udes
that the plaintiff has established by a preponderance of the
evi dence each of the three elenents required to equitably
subordinate the clainms of TKA and M&D wit hi n the neani ng of
Section 510(c) of the Bankruptcy Code.

5. The clains against the individual defendants.

a. King.
The comm ttee seeks to subordinate King's claimin
t he amount of $77,591.89. King's claimis for nonies owed on
an enpl oynent contract with the debtor and thus not directly
connected with any of the transactions at issue in this

proceeding. In Mbile Steel, the court nade cl ear, however,

that "inequitable conduct directed agai nst the bankrupt or its
creditors may be sufficient to warrant subordination of a claim
irrespective of whether it was related to the acquisition or

assertion of that claim"” Mbile Steel, 563 F.2d at 700.

i. lnequitable conduct.

The court determned in Section V.F.4.c.i. above that
King is a fiduciary of the debtor. King is also an insider
because he is an officer and director of the debtor
corporation. 11 U S.C. 8§ 101(31)(B)(i) and (ii). The
fiduciary, insider standard thus applies, and the plaintiff
must denonstrate that King's conduct was inequitable to satisfy

the first prong of the Mobile Steel test.
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The court concluded in Section V.D.2.a.iii(2) above
that King actively participated in a general scheme to hinder,
del ay, and defraud creditors when he affirmatively
m srepresented the debtor's financial condition to its trade
creditors as a neans of securing credit. The court also
concluded in Section V.F.4.c.iv.(2) above that King breached
his fiduciary duty of care when he, along with Mrrow and
Angl e, caused the debtor to borrow nonies from TKA at an
excessive interest rate and to pay unearned guaranty fees. The
plaintiff "need prove only that [the insider] breached a
fiduciary duty or engaged in conduct that is sonmehow unfair."

Ber gqui st v. Anderson- G eenwood Aviation Corp. (In re Bellanca

Aircraft Corp.), 850 F.2d 1275, 1282 fn. 13, (8" Gir. 1988).

The plaintiff has thus denonstrated that King acted
i nequi tably.

The burden of proof therefore shifts to King to
denonstrate that his actions were fair. King has not offered
an alternative explanation of his actions and has not provided
any evidence that would rebut or controvert the court's
conclusion that his actions were inequitable. Accordingly, the
court determnes that the plaintiff has established by a
preponderance of the evidence the first elenent of the Mbile

Steel test.

ii. Resulting harmor unfair advantage.

King harmed the debtor's creditors by his

m srepresentations of the debtor's financial condition because
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he i nduced the debtor's trade creditors to extend credit to an
entity that was insolvent and i ncapable of paying all of its
debts. King simlarly harnmed the debtor and its creditors

t hrough his breach of his fiduciary duty of care because he
passively or actively participated in the debtor's wasting of
its precious cash on paynents of bogus and inflated charges to
TKA making it nore difficult to maintain its operations and pay
its rightful debts.

The plaintiff has adduced no evidence that King was
unfairly benefited by his inequitable actions. The plaintiff
is not required to establish both types of harm however, and
need only show that the defendant's actions harned the

creditors. Mobhile Steel, 563 F.2d at 700.

Accordingly, the court determnes that the plaintiff
has established by a preponderance of the evidence the second

el ement of the Mobile Steel test.

iii. Consistency with the provisions of
t he Bankruptcy Code.

In analyzing the third el enent of the Mbile Steel

test, the court concludes that the plaintiff has established
this el enent by a preponderance of the evidence for the
reasons stated in Section V.l1.4.d. above.
iv. Concl usion.
For the reasons set forth above, the court
concludes that the plaintiff has established by a

pr eponderance of the evidence each of the three el enents
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required to equitably subordinate King's claimw thin the
meani ng of Section 510(c) of the Bankruptcy Code.

b. Mrrow, Angle, Wodward, Hunsaker 11
Hunsaker 111, and Ranney.

The plaintiff seeks to subordi nate equitably pursuant
to Section 510(c)(1) of the Bankruptcy Code any claimthat the
remai ni ng defendants, Mrrow, Angle, Wodward, Hunsaker 11,
Hunsaker 111, and Ranney, may assert agai nst the debtor.

Al t hough these defendants have not to date filed any clains
agai nst the debtor, they may file clains in the future based
upon their repaynents of avoided transfers.

"When a trustee recovers property under 11 U S.C 8§
550, the subsequent transferee is authorized under 8 502(h) to
pursue a claimagainst the bankruptcy estate the sane as if
such claimhad arisen before the date of the filing of the

petition." See Southmark Corp. v. Schulte, Roth & Zabel,

L.L.P. (Inre Southmark Corp.), 242 B.R 330, 341 (N. D. Tex.

1999). To pursue such a claimagainst the debtor, however, the
subsequent transferee nust be a creditor of the debtor or be
able to assert a claimagainst the debtor under principles of
common law. 1d. The first issue to be decided by the court,
therefore, is whether the remaining defendants will be able to
assert a claimagainst the debtor.
I n Sout hmark, the court found that a law firmthat

was the subsequent transferee of nonies paid by the debtor in

settlenment of pending litigation could not assert a claim
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agai nst the debtor's estate. 1d. at 342. The facts of that
case were as follows. The debtor was engaged in litigation in
connection with a proxy bid. 1In settlenent of that litigation,
t he debtor agreed to pay a sumof noney to the opposing party,
i ncluding an anount for its |legal fees and costs. The debtor
made the paynent, and the opposing party thereupon settled its
| egal fees with the defendant. The debtor later filed
bankruptcy and sought to avoid the settlenment and recover the
paynment from both the opposing party, as initial transferee,
and the defendant law firm as subsequent transferee. 1d. at
340-42.

The district court held that the defendant law firm
was a subsequent transferee of an avoi dable preference who had
knowl edge of the voidability of the paynent of its |egal fees
and costs. 1d. at 340. The district court also held that the
defendant law firmcould not assert a claimagainst the debtor
for the avoi dabl e preference because it was a creditor of the
initial transferee, and not of the debtor. 1d. at 341.

In addition, the court found that the defendant |aw
firmcould not assert any common | aw cl ai m agai nst the debtor.
Id. at 342. The court reasoned that the defendant was not a
third party beneficiary of the debtor's settlenment with the
initial transferee because the | anguage of the contract did not
clearly evidence the intent of the parties to permt third
party enforcenent of the contract. 1d. Indeed, at the tine

the debtor entered into the settlenent, it did not know t hat

382



t he opposing party had not yet paid its |egal fees and costs to
the defendant law firm Finally, the court also rejected the
defendant's argunent that it could assert a cl ai magainst the
debt or under the common | aw doctrine of equitable subrogation,
reasoni ng that the defendant's clai mof subrogation was agai nst
the initial transferee rather than the debtor. 1Id.

Morrow, Angle, and Wodward are subsequent
transferees of avoi dable preferences flowng fromTKA's
borrowi ng fromthe C&S and the M&D transactions. The facts and
the ultimate conclusion of the Southmark case are directly
applicable to Morrow, Angle, and Wodward's ability to assert a
cl ai m agai nst the debtor. Mrrow, Angle, and Wodward were
never creditors of the debtor with respect to the TKA and MD
obligations. They are instead creditors of the initial
transferees of the avoided transfers, TKA and M&D. Because
Morrow, Angle, and Wodward are not creditors of the debtor,
they may not assert a claimon that basis.

Nor can they assert a claimagainst the debtor on any
common | aw theory. Morrow, Angle, and Wodward are not third
party beneficiaries of TKA's or MBD s transactions with the
debtor. The notes in each transaction are silent with respect
to any possible third party enforcenent.

In addition, Mdirrow, Angle, and Wodward woul d not
have an equitabl e subrogati on cl ai magai nst the debtor for
nmoni es that they repay on the TKA and M&D transacti ons.

| nstead, they woul d have an equitabl e subrogation clai m agai nst
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TKA or M&D for paynents made to the debtor in remttance of the
avoi ded transfers.

The court concludes, therefore, that Mrrow, Angle,
and Wodward cannot assert a cl ai magainst the debtor under any
theory of Iaw. Because each woul d have no cl ai munder Section
502(h), the court need not reach the issue of whether the
plaintiff may equitably subordinate the non-existent clains.

The plaintiff has not obtained a recovery under any

theory other than contribution from Hunsaker |1, Hunsaker 111
and Ranney. In Section V.F.7. above, the court concluded t hat
Hunsaker I1, Hunsaker I11, and Ranney are liable for their pro

rata share of the principal and interest owed to Liberty by TKA
and paid by the debtor. Accordingly, these defendants have no
basis to assert a claimagainst the debtor who nerely paid

Li berty on their behalf. The court, therefore, is not required
to make a determ nation on the issue of equitable subordination
of the non-existent clainms of these defendants.

6. Sunmary.

For these reasons, the court concludes that the
plaintiff has established by a preponderance of the evidence
all of the el enents necessary under Section 510(c) of the
Bankruptcy Code to justify the equitable subordination of any
claimor potential claimthat TKA, MD, and King has filed or
may file against the debtor's estate.

The court further concludes that the plaintiff has

failed to establish by a preponderance of the evidence all of
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the el enments required by Section 510(c) of the Bankruptcy Code
to justify the equitable subordination of Liberty's claim
agai nst the debtor's estate.

Finally, the court concludes that the plaintiff has
established that Morrow, Angle, Wodward, Hunsaker |1, Hunsaker
11, and Ranney cannot file a claimagainst the debtor's estate
and therefore equitable subordination is not at issue with
respect to those defendants.

7. The appropriate renedy.

Havi ng concl uded that equitable subordination is
warranted with respect to any clains that TKA, MD, and King
have or may fil e against the debtor, the court nust now
determ ne the extent of the subordination that is appropriate
in the circunstances of this case.

"The fundanental aimof equitable subordination is to
undo or offset any inequality in the claimposition of a
creditor that will produce injustice or unfairness to other

creditors in terns of the bankruptcy results.” MFarlin's, 49

B.R at 554. The doctrine of equitable subordination is
"renmedi al, not penal, and should be applied only to the extent
necessary to offset the specific harmthat the creditors

suffered on account of the inequitable conduct."” Fabricators,

926 F.2d at 1464. See, e.qg., Herby's Foods, 2 F.3d at 134

[creditor's secured clains were subordinated to the unsecured
creditors clains because the harmthat resulted fromthe

def endant's i nequitable conduct was "pervasive"]; Fabricators,
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926 F.2d at 1470 [secured creditor's claimwas subordinated to

the I evel of general unsecured creditors]; N& Properties, 799

F.2d at 733 [defendant's clai mwas subordinated only to the

clains of consunmer creditors]; Papercraft, 160 F.3d at 990

[ def endant' s cl ains acqui red during bankruptcy subordinated to
unsecured creditors only to extent that clai mexceeded the
purchase price]. Thus, the court nust "attenpt to identify the
nature and extent of the harmit intends to conpensate in a
manner that will permt a judgnent to be nmade regarding the
proportionality of the renmedy to the injury that has been
suffered by those who will benefit fromthe subordination.™

Id. at 991.

In this case, TKA specifically harnmed the debtor by
provi di ng $500, 000 as a | oan rather than as the required equity
contribution. TKA also harned the debtor by charging
$13,342.60 in interest upcharges and $20,283.22 in guaranty
fees. In addition, TKA harnmed the debtor generally by its
failure to contribute equity to the debtor because the debtor's
creditors relied upon that equity in their credit decisions
about the debtor. "If the insiders were allowed to retain
their ranking as unsecured creditors, they would have gai ned an
advantage in the priority schenme by encouragi ng outside
creditors to increase their credit exposure to [the debtor]."

Herby's Foods, 2 F.3d at 134. Accordingly, the court concludes

that TKA s inequitable conduct was "pervasive" and thus the
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entirety of any claimthat TKA mght file in this case should
be subordinated to the clains of other unsecured creditors.

M&D specifically harned the debtor by collecting
$314,506. 17 nore than it paid for the First Union clainmns.
Because M&D' s benefit is substantially the sane as its
l[iability to the plaintiff as determned in this proceeding,
the court determ nes that any future claimthat M& mght file
in this case will be subordinated to the clains of general
unsecured creditors. ?®

King's actions generally harmed the debtor's trade
creditors by inducing themto provide credit to the insolvent
debtor. The harmthat resulted was "pervasive." King hinself
reaped no particular financial benefit fromhis actions other
than a continuation of his enploynent and the paynment of his
salary. The claimthe plaintiff seeks to subordi nate, however,
is aclaimon his enploynment contract. Accordingly, it is
appropriate to subordinate the entirety of that claimto the
clains of general unsecured creditors.

J. THE PLAI NTI FF' S RECOVERI ES.

1. | nt roducti on.

In prior sections of this decision, the court has
determ ned the clains brought by the unsecured creditors
commttee. Because the plaintiff asserted alternative
theories of recovery as to the sane transactions, the
di sposition of these clains has resulted in a determ nation

of recoveries that is to sone extent duplicative. The
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plaintiff is entitled, however, to only one recovery of the

property or value under multiple theories. See D versified

Graphics, Ltd. v. Goves, 868 F.2d 293, 295 (8" Cir. 1989);

Fl orida Tenps, Inc. v. Shannon Properties, Inc., 645 So. 2d

102, 104 (Fla. 2d DCA 1994). Simlarly, Section 550(d)
provides that the plaintiff "is entitled to only a single
sati sfacti on under subsection (a) of [Section 550]."

In this section, the court wll summarize and
categorize the defendants' liability on all clainms that the
plaintiff has prosecuted successfully. Looking at these
clains fromthis perspective, it is clear that the plaintiff
has proven recoveries flowng fromfive separate, broad
categories of transactions: the Liberty |loan, the N ntendo
| oan, the C&S line of credit, the M&D transaction, and the
paynment of conpensation to Morrow during the Toy King |
case. Each transaction includes separate and distinct
conponents, or subparts, as well. Accordingly, the
plaintiff is entitled to a single recovery of the property
or value as a result of each transaction and conponent.

The chart that follows is the Sunmary of
Plaintiff's Recoveries organized by transaction and
conponent part. The chart also shows for each transaction
and conponent the successful legal theories that result in
recovery. In many cases, different legal theories result in

recoveries in different anounts for the sane transacti on.
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In those cases, the plaintiff is entitled to recover the
hi ghest anmpunt supported by any theory.

2. Summary of plaintiff's recoveri es.
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SUMMARY OF PLAINTIFF'S RECOVERIES

TRANSACTION LEGAL THEORIES| LIBERTY TKA M&D MORROW ANGLE KING WOODWARD [HUNSAKER Il |[HUNSAKER Illf RANNEY MAX RECOVERY
LIBERTY LOAN INT > 90 Pref. 38,812.44 44,678.27
FIT 5,865.83
Br.F/IDC a 5,865.83 a 5,865.83 a 5,865.83
Br. K 24,654.05
I I I IS 4467827 | . . _Ja_sses83| . a_ 5s8es83| _ [ I . I I I 44,678.27 |
INT <90 Pref. 37,726.33 40,492.62
FIT 2,766.29
Br.F/IDC a 2,766.29 a 2,766.29 a 2,766.29
Br. K 6,855.12
I I I IS 4049262 | . . Ja_z2ree29| a__2me29| _ | I . I I I 4049262 |
INT Post Obj. CI 149,008.33
Contrib b  26,697.39 b  26,697.39 b 26,697.39 [b 26,341.00 |b 13,170.50 [b  13,170.50
I e 1 . b _2e97.39 | . . b_2e697:39] | . . . I N 149,008.33 |
PRIN <90 Pref FIT 600,000.00 600,000.00
Br. K 500,000.00
b 74,329.50
___________ | .._ 74932896
1,583,508.18
FIT 530.56
Br.F/IDC a 530.56 a 530.56 a 530.56
I I I IS A 716250 | . e a_ 53056 _Ja_ssesel I . . 1ae250]
INT <90 Pref. 10,208.34 12,157.00
FIT 1,948.66
Br.F/IDC a 1,948.66 a 1,948.66 a 1,948.66
I N I I I 12,157.00 | . _.|a_zoases| a_ toasee| 1 I . I I IO 12,157.00 |
PRIN <90 Pref FIT 700,000.00 700,000.00
] I I L[ _70000000] . R I ] IS R I . I .. 700,000.00
719,319.50
C&S LINE INT > 90 Pref. 6,900.00
OF CREDIT FIT 1,825.00
Br.F/IDC a 1,825.00 a 1,825.00 a 1,825.00
I I I 6.000.00 | . e a__ 182500 a__ass00| 1T I . . 890000
INT <90 Pref. 2,906.26
FIT 406.26
Br.F/IDC a 406.26 a 406.26
I N I I 2906.26 | _ | __ [ Ja_ _aos26|
GUAR > 90 Pref FIT 15,283.22 5,094. 41 5,094. a1
Br.F/IDC a 15,283.22 a 15,283.22
Br. F/ID L2 a 10,188.82 a 10,188.82
] . J_s2esz2| . .. |a_1s28322|
GUAR <90 Pref., FIT s . 1,666. 67
Br.F/IDC a 5,000.00 a 5,000.00
Br. F/ID L2 a 3,333.34 a 3,333.34
I N 1 5.000.00 | _. e a_ 500000 a_ 500000 1T I . [ _..500000]
PRIN <90 Pref FIT 250,000.00
] I I 28000000 . . R I ] IS R I . I | .. 250,000.00
280,089.48
FIRST UNION INT > 90 FIT 17,499.38 8,303.46 8,303.46 892.46
CLAIMS (M&D) Br. F/ID L1 a 17,499.38 a 17,499.38
Br. F/ID L2 a 16,606.92 a 16,606.92
I I IS R I D A | _Ja_17a499.38| a_azasess| L . I I IO 17,499.38 |
INT <90 Pref FIT 6,624.17 6,160. 00 220.00
Br. F/ID L1 a 6,624.17 a 6,624.17
Br. F/ID L2 a 6,160.00
I I IS R I D A | Ja_es2aar| a_ ee2at7| . . . s62a17
PRIN < 90 Pref FIT 294,382.00 273 840.00 | 9,780. 00|
Br. F/ID L1 a 290,382.62 a 290,382.62
Br. F/ID L2 273,840.00
] I I IS R 1 I a29038262 | _ _ _laze03s262] _ | I . I I 294,382.00 |
318,505.55
[MORROW SALARY _______ | I I IS R 1 Tzamae ] IS R 1 . I S S
2,421.29 2,421. 29 |
[ToTALS [ [ 1,692,387.38 | [ 1,684,579.87] 318,505.55 | [ 527,920.99 | [ 525499.70] 33,625.82 [ 195021.25] 175,000.00] 87,500.00 [  87,500.00 | 2,903,844.00 |
L1 = Breach of fiduciary duty of loyalty for usurpation of corporate opportunity to aquire First Union claims a = Joint and several liability
L2 = Breach of fiduciary duty of loyalty in making preferential or fraudulent transfers that benefited the fiduciary b = The debtor has subrogation rights in the individual defendants' collateral held by Liberty and may

execute on any individual's collateral up to the amount of the judgment against that defendant



3. Summary of judgnent provisions.

Transl ating the chart, Summary of Plaintiff's
Recoveries, into words, the plaintiff is entitled to the
entry of a judgnent that includes:
1. A noney judgnent agai nst the defendants as

fol |l ows:

a. On account of the paynent of interest on the
Li berty |l oan during the period nore than 90 days before the
filing of the petition: the sum of $38,812.44 against Liberty;
t he sum of $44,678. 27 agai nst TKA; and the sum of $5, 865. 83
agai nst Morrow, Angle, and King, jointly and severally. The
maxi mum anmount recoverabl e under this subparagraph is
$44, 678. 27.

b. On account of the paynent of interest on the
Li berty |l oan during the period 90 days and | ess before the
filing of the petition: the sumof $37,726.33 against Liberty;
t he sum of $40, 492. 62 agai nst TKA; and the sum of $2, 766. 29
agai nst Morrow, Angle, and King, jointly and severally. The
maxi mum anount recoverabl e under this subparagraph is
$40, 492. 62.

c. On account of the paynent of interest on the
Li berty Il oan during the period after the filing of the
petition: the sum of $149, 008. 33 agai nst Liberty; the sum of
$26, 697. 39 agai nst Morrow, the sum of $26,697.39 agai nst Angl e;
t he sum of $26, 697. 39 agai nst Whodward; the sum of $26, 341. 00

agai nst Hunsaker |1; the sum of $13,170.50 agai nst Hunsaker
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I1l; and the sum of $13,170.50 agai nst Ranney. The naxi mum
anount recoverabl e under this subparagraph is $149, 008. 33.

d. On account of the paynent of principal on
the Liberty | oan during the period 90 days and | ess before the
filing of the petition: the sum of $600, 000. 00 agai nst
Li berty; and the sum of $600, 000. 00 agai nst TKA. The naxi mum
anount recoverabl e under this subparagraph is $600, 000. 00.

e. On account of the paynent of principal on
the Liberty loan during the period after the filing of the
petition: the sum of $150, 000. 00 agai nst Liberty; the sum of
$150, 670. 32 agai nst Morrow, the sum of $150,670. 32 agai nst
Angl e; the sum of $150, 670. 32 agai nst Wodward; the sum of
$148, 659. 00 agai nst Hunsaker I1; the sum of $74, 329.50 agai nst
Hunsaker |11; and the sum of $74, 329.50 agai nst Ranney. The
maxi mum anmount recoverabl e under this subparagraph is
$749, 328. 96.

f. On account of the paynment of interest on the
Ni nt endo | oan during the period nore than 90 days before the
filing of the petition: the sum of $6,631.94 against Liberty;
t he sum of $7,162.50 agai nst TKA; and the sum of $530. 56
agai nst Morrow, Angle, and King, jointly and severally. The
maxi mum anount recoverabl e under this subparagraph is
$7, 162. 50.

g. On account of the paynent of interest on the
Ni nt endo | oan during the period 90 days and | ess before the

filing of the petition: the sum of $10, 208. 34 agai nst Liberty;
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the sum of $12,157.00 agai nst TKA; and the sum of $1, 948. 66
agai nst Morrow, Angle, and King, jointly and severally. The
maxi mum anmount recoverabl e under this subparagraph is

$12, 157. 00.

h. On account of the paynent of principal on
the N ntendo | oan during the period 90 days and | ess before the
filing of the petition: the sum of $700, 000. 00 agai nst
Li berty; and the sum of $700, 000. 00 agai nst TKA. The naxi mum
anount recoverabl e under this subparagraph is $700, 000. 00.

i. On account of the paynent of interest on the
C&S | oan during the period nore than 90 days before the filing
of the petition: the sumof $6,900.00 agai nst TKA; and the sum
of $1, 825.00 agai nst Morrow, Angle, and King, jointly and
several ly. The maxi mum anount recoverable under this
subpar agraph i s $6, 900. 00.

j. On account of the paynent of interest on the
C&S | oan during the period 90 days and | ess before the filing
of the petition: the sumof $2,906.26 agai nst TKA; and the sum
of $406. 26 agai nst Mdrrow, Angle, and King, jointly and
several ly. The maxi mum anount recoverable under this
subpar agraph is $2, 906. 26.

k. On account of the paynent of guaranty fees
on the C&S | oan during the period nore than 90 days before the
filing of the petition: the sum of $15, 283.22 agai nst TKA; the
sum of $15, 283. 22 agai nst, Mrrow, Angle, and King, jointly and
several ly; and the sum of $5, 094. 41 agai nst Whodward. The
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maxi mum anount recoverabl e under this subparagraph is
$15, 283. 22.

|. On account of the paynent of guaranty fees
on the C&S | oan during the period 90 days and | ess before the
filing of the petition: the sum of $5,000.00 agai nst TKA; the
sum of $5, 000. 00 agai nst Morrow, Angle, and King, jointly and
severally; and the sum of $1,666.67 agai nst Wwodward. The
maxi mum anount recoverabl e under this subparagraph is
$5, 000. 00.

m On account of the paynent of principal on
the C&S | oan during the period 90 days and | ess before the
filing of the petition: the sum of $250, 000. 00 agai nst TKA.

n. On account of the paynent of interest on the
First Union clainms during the period nore than 90 days before
the filing of the petition: the sumof $17,499. 38 agai nst MD,
the sum of $17, 499. 38 agai nst Morrow and Angle, jointly and
severally; and the sum of $892.46 agai nst Whodward. The
maxi mum anount recoverabl e under this subparagraph is
$17, 499. 38.

0. On account of the paynent of interest on the
First Union clainms during the period 90 days and | ess before
the filing of the petition: the sumof $6,624.17 agai nst MD;
t he sum of $6, 624. 17 agai nst Morrow and Angle, jointly and
severally; and the sum of $220.00 agai nst Whodward. The
maxi mum anount recoverabl e under this subparagraph is

$6, 624. 17.
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p. On account of the paynent of principal on
the First Union clains during the period 90 days and | ess
before the filing of the petition: the sum of $294, 382. 00
agai nst M&D; the sum of $290, 382. 62 agai nst Morrow and Angl e,
jointly and severally; and the sum of $9, 780. 00 agai nst
Wodward. The maxi mum anount recoverable under this
subpar agraph i s $294, 382. 00.

g. On account of the receipt of excessive
conpensation after the filing of the petition: the sum of
$2,421. 29 agai nst Morrow.

2. The noney judgnment should provide that the
anount s recoverabl e under each of the subparagraphs a. through
g. of paragraph 1 above are cunul ati ve.

3. The judgnent should al so provide that the
plaintiff is subrogated to the rights of Liberty with respect
to any collateral of Mrrow, Angle, King, Wodward, Hunsaker
1, Hunsaker 111, and Ranney held by Liberty to secure such
defendant's obligation to Liberty. Accordingly, the plaintiff
may execute on the collateral of any individual judgnment
def endant held by Liberty to satisfy the judgnent debt agai nst
t hat defendant as established in subparagraphs c. and e. of
paragraph 1 above.

4. The judgnment should al so provide that the cl ains
of TKA, M&D, and King, if any, against the bankruptcy estate of
Toy King Distributors, Inc., are subordinated in their entirety

to the clainms of general, unsecured creditors.
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5. Except to the extent contained in paragraphs 1
t hrough 4 above, the judgnment should provide that the clains
of the plaintiff against the defendants are di sm ssed on the
merits.

In sunmary, the total judgnent anount in favor of
the plaintiff, excluding inpermssible nultiple recoveries,
is $2,903,844.00. The maxi mumrecoveries from each
defendant are: $1,692,387.38 agai nst Liberty; $1,684,579.87
agai nst TKA; $318, 505.55 agai nst M&D; $527, 920. 99 agai nst
Morrow, $525,499. 70 agai nst Angl e; $33, 625.82 agai nst King;
$195, 021. 25 agai nst Whodward; $175, 000. 00 agai nst Hunsaker
I1; $87,500.00 agai nst Hunsaker I11; and $87,500. 00 agai nst
Ranney.

Were one to add the maxi num recoveries from each
defendant, the resulting sumwould include nultiple
recoveries that the plaintiff may not receive.

Nevert hel ess, these individual anmounts represent the maxi num
exposure of each defendant.

4. Allowance of costs to the plaintiff as
prevailing party.

F.R B.P. 7054(b) provides that, except in
ci rcunst ances not applicable here, "[t]he court may all ow
costs to the prevailing party . . . ." F.RB.P. 7054(b) is
an adaptation of F.R CGv.P. 54(d)(1). Under that rule,
"prevailing party" has been held to nean "sinply that the

prevailing party is the party in whose favor judgnent was
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entered, even if that judgnent does not fully vindicate the
l[itigant's position in the case." 10 J. Myore, More's

Federal Practice 8 54.101[3] at 54-157 (3d ed. 2000). 1In

this case, therefore, the plaintiff clearly is the
prevailing party.

Under F.R G v.P. 54(d)(1), costs "shall be all owed
as of course to the prevailing party unless the court
otherwi se directs."” Thus, costs are allowed unless the
district court exercises its discretion to deny costs.

Under F.R B.P. 7054(b), however, the allowance of costs to
the prevailing party requires an affirmative exercise of the
court's discretion.

As this decision denonstrates in great detail, the
creditors of the debtor, represented by the plaintiff here,
have suffered enornous financial damages as a consequence of
t he defendants' actions. Having already suffered so nuch at
the hands of the defendants, it would be inequitable not to
allow the plaintiff statutory costs to help defray a snal
portion of the expenses of this litigation. Likew se, the
court can discern no sound reason to deny an all owance of
costs. In these circunstances, therefore, the court wll

all ow costs to the plaintiff as prevailing party.
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VI.  CONCLUSI ON.

For the foregoing reasons, the court will enter a
separate judgnent in favor of the plaintiff and against the
defendants in the formdescribed in Sections V.J.3. and
V.J.4. above, all pursuant to the provisions of F.R B.P.
9021.

DONE and ORDERED at Tanpa, Florida, this 9'" day of
Novenber, 2000.

[s/ C._Tinothy Corcoran, 1II
C. TIMOTHY CORCORAN, |11
Uni ted States Bankruptcy Judge
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VI1. APPENDI X OF ENDNOTES.

' In sone cases, the parties did not identify with
precision in the pretrial stipulation each of the clainms and
defenses. |In sone cases, the parties nade vague or passing
reference to a claimor defense in their respective statenents
of the case and then proceeded to join issue and try those
clains and defenses. Because the statenents of the parties
cases are contained in the pretrial stipulation, the court wll
al so determ ne here the clainms and defenses of this sort that
the parties actually tried. See F.RB.P. 7015 and F.R G v.P.
15(b) .

2 The fiscal year for the conpany ended on
January 31 of the year follow ng.

8 At one point, A M Best was the sixth or seventh
| argest toy retailer in the country.

* Mrrow allowed his certified public accountant's
licenses to |lapse |long before the events giving rise to these
pr oceedi ngs.

> The evidence shows that Wodward, Hunsaker 11,
Hunsaker |11, and Ranney provi ded $33,000 of this noney to
Morrow. Morrow and Angle each contributed $8, 500.

® After TKA s incorporation, each person who
provi ded noney to Morrow to purchase the stock of Toy King
Distributors, Inc., received shares in the newy incorporated
conpany. In addition, a portion of the nonies paid by
Wodward, Hunsaker 11, Hunsaker 111, and Ranney was booked as a
|l oan to TKA rather than as a purchase of stock

" Morrow and Angle each contributed $500 to
capitalize this conpany.

8 Robert J. McCarthy, the plaintiff's accounting
expert, testified at trial that even the debtor's "worst case"
projections were based on profit margi ns and turnover that
exceeded both the debtor's historical performance and the
i ndustry's averages. The court credits this testinony.

° Toy manufacturers were required to file a copy of
an item zed purchase order to qualify for this priority status.

0 At this time, Nintendo enjoyed a 95 percent
mar ket share and was in a very strong marketing position
because its product, due to inadequate supply for the demand,
sold quickly and at higher than industry markups. Because
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Ni ntendo coul d pick and choose its custoners, it was able to
demand and obtain the debtor's agreenent to pay, in effect,
percentage of Nintendo's prepetition claimas a condition of

future shipnents

The court di sapproved this arrangenent as

vi ol ative of the Bankruptcy Code's distribution schene.

11

The preface to the disclosure statenent stated:

"No representations concerning the Debtor (particularly as to
their future business operations, value of property, or the
val ue of any prom ssory notes to be issued under the Plan) are
aut hori zed by the Debtor other than as set forth in this

D scl osure Statenment.”

st at ed:

12

The Decenber 29, 1988, letter, inits entirety,

Dear Scott:

tried reaching you and in your

absence, Leroy Culton on Decenber 27, 1988.
To date, no one has call ed back.

First Union approached us with Toy

Ki ng paying off their secured personal
property clai mof approxi mately $225, 000
pl us buying the unsecured claimbefore the
year end at a discount. After sone
negoti ati ons, we agreed on a total figure
of $350, 000.

We cannot of course, use Toy King to

pay off the unsecured clainms so a new

corporation has been fornmed to acquire the
unsecured clains wth Debtor's noni es used
to pay the secured personal property claim

Don Morrow and M ke Angel [sic] do not

want to do anything wi thout the commttee
knowi ng. The deal wth First Union nust be
done by tonorrow. For that reason, | fax
this letter to you and Leroy so you can
contact the conmttee for any objection.

We plan to close by noon, tonorrow,

Decenber 30, 1998. Therefore advise of any
objection by that tine.

Very truly yours,
Ray J. Rotella
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13 (ne witness testified that the unsecured

creditors conmttee was aware as early as Septenber 1989 t hat
M&D was being formed to purchase First Union's clains. The
totality of the evidence, however, supports the conclusion that
in fact there was no communi cation to the unsecured creditors
commttee about M&D and its purchase of First Union's clains
until | ate Decenber.

" The motion for assignment was filed by counsel
for the debtor and sinply stated the parties' agreenent to the
assignnent of the unsecured clains of First Union to MD.
Service of the notion was nade only on counsel for First
Union. The notion was considered and granted ex parte with
service of the order on counsel for the debtor and First
Union. This transfer, of course, occurred before FFRB. P
3001 was anended in 1991 to change the way in which clains are
transferred.

1t also appears fromthe record that, contrary to
the requirenents of F.R B.P. 9019, the debtor did not seek or
obtain court approval of the First Union conprom se that
related to First Union's secured claim including the surrender
of the real property and the early paynent of First Union's
secured claimon the debtor's personalty.

' ]n 1989, Touche Ross merged with Deloitte,

Haskins & Sells. After the nmerger, the surviving entity becanme
Del oitte & Touche.

" Horne testified that Liberty rated loans in
relation to the risk they presented to the bank, with a 1
rating representing the least risky loan and a 5 rating
representing the nost risky loan. He further testified that
t he bank woul d not nake a loan to a new borrower rated 3 or
hi gher, although a pending | oan m ght be given a higher rating
under adverse circunstances. A 2S |oan was ranked between 2
and 3. Horne testified that he rated the Liberty |oan as 2S
because the debtor was com ng out of bankruptcy and because the
busi ness was seasonal. The court credits this testinony.

8 The parties stipulated that TKA was the obli gor
on the Liberty loan at Liberty's request. The evidence,
however, clearly contradicts this stipulation, and the court
t heref ore does not accept it.

9 The evi dence shows that the parties decided the
identity of the obligor over a short span of tine. Liberty
sent a letter to debtor's counsel on May 17, 1989, suggesting
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that the debtor should be denom nated as obligor. Two days
|ater, on May 19, 1989, the commtnent letter was drafted with
TKA as obl i gor.

20 The conmitment letter read, in part, as foll ows:

* * % *

A TERVS OF LOAN

1. BORROER T. K Acquisitions, Inc.

2. GUARANTORS: Don S. Morrow, M chael
A. Angle, Robert O King and Toy King
Distributors, Inc., a Florida
corporation ("Toy King")
(collectively, the "Full Quarantors")
will jointly and severally guarantee
paynment of all suns due under the
Loan. The follow ng individuals
(collectively, the "Limted
Quarantors") wll each guarantee the
paynment of a portion of the
out st andi ng bal ance of the Loan in
t he amounts shown bel ow.

Const ance H. Wodward $350, 000

Jerone Hunsaker, Jr. $175, 000

Jerone Hunsaker, 111 $ 87,500

Mel ani e Rai ney $ 87,500
3. LOAN:

(a) Principal Amount: One MIIlion
Fi ve Hundred Thousand and
00/ 100 Dol l ars ($1, 500, 000. 00);
provi ded, that no nore than
$500, 000 shall be advanced
under the Loan so long as the
Letter of Credit (defined
bel ow) remai ns out st andi ng.

(b) Interest Rate: O the
out st andi ng princi pal bal ance
of the Loan, $700, 000 pri nci pal
shal | bear interest at a fixed
rate equal to 1%in excess of
the interest rate payabl e by
Lender on the certificates of
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(c)
(d)

(e)

deposit pl edged by Ms. Wodward
and M. Hunsaker, discussed

bel ow. The remnai ni ng

out st andi ng bal ance of the Loan
shal |l bear interest at a rate
2% i n excess of the prine rate
of interest charged by Lender
fromtine to time, with such
rate to fluctuate as and when
changes occur in said prine
rate of interest. Interest

will be conputed on the basis
of a year of 360 days and paid
for the actual nunber of days
el apsed. |If interest is based
upon the prinme rate of Lender,
it is acknow edged that such
prime rate nerely serves as the
basi s upon which the effective
rate of interest is calculated
for the Loan and that such
prime rate may not be the

| owest or best rate at which
Lender cal cul ates interest or
extends credit.

Maturity Date: June 30, 1990.

Repaynent Terns: |nterest

whi ch shall accrue on anounts
advanced under the Note shal

be due and payable on the first
day of each cal endar nonth.

The out st andi ng bal ance of the
Not e shall be due and payabl e
on June 30, 1990. Borrower nmay
prepay and reborrow all or any
part of the principal bal ance
of the Loan at any tinme and
fromtine to time so long as no
event of default exists under

t he Loan docunents.

Late Charges: Any install nment
of principal or interest not
received within ten (10)

cal endar days after its due
dat e nust be acconpanied by the
paynment of a late charge in the

403



(f)

amount of ten percent (10% of
t he anount of such install nent.

Letter of Credit: Lender shall
issue to Toy King an
irrevocable letter of credit
(the "Letter of Credit") for

t he sum of $1, 000,000 for the
account of Borrower, to be in
the formattached hereto as
Exhibit "A". Al drafts drawn
under the Letter of Credit nust
be acconpani ed by the signed
certificate of the chief
executive officer of Toy King
that the funds drawn will be
used to pay unsecured pre-
petition creditors of Toy King
whose cl ai ns have been filed in
t he Bankruptcy Case, defined
bel ow. At Lender's option,
drafts under the Letter of
Credit may be nade jointly to
Toy King and such unsecured
pre-petition creditors whose
clains wll be paid with the
proceeds of such drafts. The
Letter of Credit wll expire at
m dni ght on the ninetieth
(90'") day following the
effective date of the

reorgani zation plan of Toy King
in the Bankruptcy Case becones
non- appeal abl e, but no | ater
than Septenber 11, 1989. The
Letter of Credit shall not be
transferrabl e.

| mredi ately follow ng any draft
upon the Letter of Cedit,
Lender shall advance an anount
of Loan proceeds

equal to the anmount of such
draft so as to reinburse Lender
for same. The total of al
drafts under the Letter of
Credit may not exceed

$1, 000, 000.
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LOAN PURPOCSE: Up to $1, 000, 000 of

t he proceeds of the Loan shall be
used to rei nburse Lender for any
drafts presented under the Letter of
Credit. Toy King shall agree to use
such proceeds only for the purpose of
t he paynent of undisputed or settled
clainms of unsecured pre-petition
creditors of Toy King follow ng the
entry of an order and the expiration
of any time for appeal thereof in the
United Bankruptcy Court, Mddle
District of Florida for the

reorgani zation of Toy King in the
case In Re: Toy King D stributors,
Inc., Case No. 88-01663-BKC 6P1
pursuant to a plan of reorganization
in the formand content presently
pendi ng before said Court.

The remai ni ng proceeds of the Loan
together with anmounts initially

di sbursed for the purpose of

rei nbursing the Lender for drafts
made under the Letter of Cedit and
subsequent |y repai d and reborrowed,
shall only be used by Borrower to
make capital contributions to Toy
King to be used for Toy King's
general corporate purposes.

LOAN SECURITY: The Loan will be
evi denced by a prom ssory note (the
"Note") and will be secured or
further evidenced by the follow ng
itens:

(a) Security Interest: The grant
by Borrower of a prior
perfected security interest in
al |l outstandi ng shares of stock
of Toy King free from any
restrictions upon the
encunbranci ng or subsequent
transfer thereof.

(b) @aranty of Paynent and
Perf ormance: The Full
Quarantors listed in
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subpar agraph A 2 above w ||
execute and deliver a separate
uncondi tional guaranty
agreenent jointly and severally
guar ant eei ng repaynent of the
entire indebtedness of Borrower
to Lender and the performnmance
by Borrower of all of
Borrower's obligations to
Lender under the docunents

evi denci ng, securing or in any
way relating to the Loan. The
Limted Quarantors listed in
subpar agraph A 2 above w ||
execute and deliver a separate
limted guaranty agreenent
guaranteeing, in the case of
each of the Limted Quarantors,
repaynent of the anmount of
$350, 000 of the indebtedness of
Borrower to Lender.

SECURI TY FOR GUARANTI ES: The
obligations of the Full Quarantors
and the Limted Quarantors under the
guaranty agreenents executed and
delivered by themto | ender shall be
secured or further evidenced by the
following itens to be furnished to
Lender by the party indicated:

(a) Security Deeds: FromM.
Morrow, a second lien deed to
secure debt conveying security
title to Lot 14, Howard Qaks
Subdi vi si on, Bi bb County,
Georgia, and fromM. Angle, a
first lien deed to secure debt
conveying first security title
to Lots 30 and 31, Howard QCaks
Subdi vi si on, Bi bb County,
Ceorgia (collectively, the
"Security Deeds").

(b) Stock: From M. Mrrow, an
assi gnnent of 500 shares of
common stock of Ceorgia
Ti nberl ands, Inc., a Ceorgia
corporation, representing 5% of
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(c)

(d)

(e)

t he out st andi ng shares of such
corporation, free from any
restrictions thereon, including
t he encunbranci ng or subsequent
transfer thereof.

Life Insurance: From M. King,
a first assignnent of a

$500, 000 life insurance policy
upon M. King's life. From
Messrs. Angl e and Morrow each

a first assignnent of a

$250, 000 life insurance policy
on each of their lives;

provi ded, that Messrs. Angle
and Morrow may each pl edge
$100,000 in life insurance at
the closing and shall each have
until sixty (60) days follow ng
closing within which to pl edge
the remaining life insurance.

Certificates of Deposit: From
both Ms. Wodward and M.
Hunsaker, a prior perfected
security interest in
certificates of deposit in the
armount of $350, 000 each to be

i ssued by Lender, for a total
of $700, 000.

| nventory: From Toy King, a
prior perfected security

interest in all inventory,
together with proceeds thereof,
wher ever the sanme nmay be

| ocated (the "Persona
Property"). The Personal
Property shall not be further
encunbered during the term of

t he Loan.

Loan Fees: Lender shall receive a
| oan fee in the anount of $5, 000. 00
whi ch shall be fully earned and due
and payable at the tine of the

cl osi ng of the Loan.

* * % *
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C

GENERAL REQUI REMENTS OF LQAN

1

ATTORNEYS CPINION: At the tine of the
closing of the Loan, Borrower's counsel
and Toy King' s counsel shall deliver
opi ni ons addressed to Lender in form
scope and substance satisfactory to
Lender concerning all aspects of the Loan
including the legality, validity and

bi nding effect of all required Loan
docunents. At the time of the closing of
t he Loan, borrower's bankruptcy counsel
shal | deliver an opinion addressed to
Lender that an order approving the plan
of reorgani zati on of Borrower as

di scl osed to Lender has been entered and
is final and nonappeal abl e and that Toy
King is authorized to execute and deli ver
to Lender all necessary Loan docunents.

COSTS AND EXPENSES: Lender shall not

i ncur any expense what soever in
connection with this Commtnent or the
Loan. Borrower shall pay all costs and
expenses incurred in connection with the
preparation for and the closing of the
Loan, whether the Loan is closed or not,
including, without limtation, |egal
fees, including the fees of Lender's

counsel, intangible taxes, note taxes,
mort gage taxes, transfer taxes, all
recording costs, all license and permt

fees, and all title insurance and ot her
i nsurance prem uns. Borrower shal

rei nburse Lender for post-closing travel
and out - of - pocket costs in connection
with the nonitoring of the Loan in an
anount not to exceed $5, 000.

RESTRI CTI ON ON SECONDARY FI NANCI NG OF
PERSONAL PROPERTY: So long as this

Comm tnment or any part of the Loan is

out st andi ng, the Personal Property shal
remain free and clear of al

encunbrances, |iens, nortgages, security
interests and secondary financing, except
t hose approved in advance in witing by
Lender, and Borrower shall not, w thout
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the prior witten consent of Lender,
encunber all or any part of its interest
in the Personal Property. The occurrence
of any of the foregoing shall, at the
option of Lender, constitute grounds for
termnating this Commtnent and for

accel erating any and all suns unpaid
under the Loan.

FI NANCI AL STATEMENTS: Borrower, all of
its subsidiaries, including Toy King, and
each Quarantor shall furnish to Lender on
an annual basis wthin one hundred thirty
five (135) days after the end of the
appropriate fiscal year current financial
statenments in formand content
satisfactory to Lender certified by a
certified public accountant acceptable to
Lender. Additionally, Borrower shal
furnish to Lender on a nonthly basis an
item zed bal ance sheet, statenent of

i ncone and expenses and cash fl ow
statenment applicable to Borrower and al

of its subsidiaries, including Toy King
certified by Borrower, to be furnished
within fifteen (15) days follow ng the
end of each cal endar nonth. Such
statenents shall be in formand content
satisfactory to Lender.

| NSURANCE: Borrower shall furnish to
Lender an all-risk hazardous insurance
policy with a nortgagee | oss payabl e

cl ause satisfactory to Lender, and
containing an agreenent to notify Lender
inwiting at least thirty (30) days
prior to the cancellation of such policy,
covering hazards to any coll ateral given
to secure the loan in such anobunts, in
such formand issued by such conpany as
shal | have been approved by Lender in
witing.

| NVENTCRY REPORTS. Borrower wll cause
to be supplied to Lender within fifteen
(15) days followi ng the end of each

cal endar nonth, and as a condition
precedent to any draw of the Loan
proceeds, a report of the quantity and
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10.

cost valuation of all inventory held and
owned by Toy King categorized by store,
such report to be certified as to
accuracy by the chief executive officer
of Toy King. Borrower shall cause to be
furnished to Lender, at Borrower's cost,
a verification of the anounts and cost
value of all inventory held and owned by
Toy King as of July 31, 1989, and January
31, 1990, certified as to accuracy by an
i ndependent inspector to be chosen by
Lender. Such reports shall be furnished
on or before forty-five (45) days
following the effective dates thereof.
Lender shall be entitled to obtain such
reports at any other tine, at Lender's
expense.

ACCOUNTS PAYABLE REPCRT: Borrower shall
cause to be furnished to Lender wi thin
fifteen (15) days follow ng the end of
each cal endar nonth a report of accounts
payabl e to vendors by Toy King to be
certified as to accuracy by the chief
executive officer of Toy King.

DEPCSI T ACCOUNTS: So long as the Loan is
out standi ng, all deposit accounts of
Borrower and its subsidiaries, including
Toy King, except depository accounts

mai ntained in connection with Toy King's
retail stores, shall be maintained with
Lender. The bal ance of each such
depository account will be wired to Toy
King's master checking account with
Lender on a daily basis.

LIMT OF TOY KING EXPANSI O\ Toy King
shall agree that it will not open nore
than five (5) newretail stores so |ong
as the Loan is outstandi ng.

DI VI DENDS AND BONUSES: Nei t her Borrower
nor Toy King will pay any dividends or
bonuses or permt any wthdrawal s except
as approved in witing by Lender and
except as necessary to paynent of the
Loan. Notw thstandi ng the above, bonuses
may be paid by each conpany to enpl oyees

410



11.

12.

13.

14.

15.

on an annual basis totaling no nore than
10% of the net profits of each conpany,
but not to exceed a total of $50,000 for
bot h conpani es.

M&D FI NANCI AL, I NC. NOTE SUBGORDI NATI ON:

M&D Fi nancial, Inc. wll subordinate
that certain promssory note to be
delivered by Toy King to M&D Fi nanci al ,
Inc. in the original principal anount of
$294,382 to the prior paynent in full of
al | indebtedness, obligations and
liabilities of Toy King under its
guaranty of the Loan to be delivered to
Lender. Notw thstandi ng the above, so
long as there is no default under the
Loan, Lender shall permt the paynent of
such prom ssory note, which is
anticipated to have an outstandi ng

bal ance of $311, 219 on January 31, 1990,
in nmonthly installments of principal and
interest in the anount of $10, 712. 47
begi nning February 1, 1990.

M N MUM | NVENTCRY LEVEL: Toy King shal
mai ntain a cost |level of inventory at
all times of not |ess than $2,500, 000
based on the | ower of cost or market
val ue.

OTHER DEBT: Neither Borrower nor Toy
Ki ng shall incur any indebtedness ot her
than the Loan, other than nornal trade
credit, exceeding a cumul ative total

of $50,000 fromtine to tine during the
termof the Loan wi thout the prior
witten consent of Lender.

CAPI TAL EXPENDI TURES: Nei t her Borrower
nor Toy King shall incur capital
expenditures in the cumul ative total of
nore than $100, 000 during the term of
the Loan without the prior witten
consent of Lender.

EQU TY: Borrower shall cause to be
delivered to Lender an opinion letter
from Touche Ross & Co., Certified Public
Accountants, stating that i mediately
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followng the entry of a final order
approving the plan of reorganization in
t he Bankruptcy Case there will exist at

| east $2, 000, 000 of stockhol ders' equity
in Toy King.

16. OTHER BUSI NESS VENTURES CF MORROW
AND ANGLE: During the termof the Loan,
Messrs. Morrow and Angl e may not
individually or collectively, engage in
any new busi ness ventures requiring the
i nvestnment by either of themof any sum
what soever without the prior witten
approval of Lender.

17. TOY KING STOCK: Toy King will not

i ssue any new stock wi thout Lender's
prior witten consent; provided, that
Toy King may issue new stock to Robert
O King not to exceed 10% of the tota
out st andi ng stock of the conpany on the
condition that Robert O King pledge
such new stock as security for the Loan.

18. C&S LINE CF CREDIT: Borrower shall pay,
prior to or contenporaneously with the
closing, all suns owed The G tizens and
Sout hern National Bank under the
$400,000 line of credit presently
avai |l abl e to Borrower by such | ender,
and shall provide satisfactory evidence
to Lender of the paynent of same and of
the satisfaction of any security
docunents given to secure the sane.

21

Wodward's guaranty was limted to $350, 000,
Hunsaker I1's guaranty was limted to $175, 000, and Hunsaker
1l and Ranney's guaranties were limted to $87, 500 each.

22 By the tinme the parties closed the Liberty
| oan, this indebtedness had increased to approxi mately
$301, 000. See Section IV.E. 1. infra.

22 The court credits Horne's testinony on these
poi nts.

24 The conmitment letter provided that, if there was
no default in the Liberty |oan, the debtor could begin to make
paynments on the M&D prom ssory note begi nning on February 1,
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1990. The commtnent letter further stated that the MD note,
with a principal balance of $294, 382, woul d have an out st andi ng
bal ance of $311, 219 on January 31, 1989, representing principal
and accrued interest.

It appears that the outstanding bal ance was
roughly derived fromthe paynent of interest at nine percent
effective fromthe date of the subordinated note, June 14,

1989, through January 31, 1990. The court calculates this as
follows: N ne percent interest divided by 365 days equals a
daily interest rate of .0002465. This rate nmultiplied by the
princi pal bal ance of $294,382 equals a per diemof $72.565163.
Mul tiplying the per diem by the nunber of days fromthe date of
the note till the projected paynent on January 31, 1990, in the
total amount of 232 days, would equal $16,845.12 in accrued
interest. Adding $16,845.12 in accrued interest to the

princi pal bal ance of $294,382 totals $311,217.11. This anount
is within $2 of the $311, 219 bal ance on the M&D note projected
in the commtnent letter as of January 31, 1990.

2> MBD al so paid First Union for the purchase of
First Union's unsecured clains on this date.

2 The promissory note stated that "[t]inme is of the
essence in this note. This is a demand note."

2 Morrow testified at the confirmation hearing that
the dividend to be paid to unsecured creditors under the plan
woul d cone fromthe | oan comm tnent.

28 The parties stipulated that TKA made all proceeds
of the C&S line of credit available to the debtor. The debtor
executed Notes 1 and 2 reflecting a $260, 000 i ndebt edness in
favor of TKA on the C&S line of credit. The parties also
stipulated that, at the tinme the Liberty |oan closed on June
14, 1989, TKA owed the aggregate sum of $301, 822.93 to C&S,
approxi mately $40, 000 nore than evidenced by Notes 1 and 2.
The parties further stipulated that every note executed by the
debtor was nmade a matter of record in this proceeding. The
court can only conclude, therefore, that TKA and the debtor
failed to reduce to witing the debtor's obligation for the
remai ni ng suns of the C&S line of credit drawn by TKA and
| oaned to the debtor. The $18,707.22 paid to Liberty in |oan
fees and costs is included in this anount.

29 Footnote 8 specifically stated that:

The Conpany experienced significant | osses
fromoperations in fiscal 1989 and 1988
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resulting in the Conpany seeking protection
fromcreditors under Chapter 11 of the
Bankruptcy Act of 1978 as discussed in Note
1. A plan of reorganization was submtted to
and approved by the Conpany's creditors and
shar ehol ders and confirned by the Bankruptcy
Court as discussed in Note One. The approved
pl an of reorganization requires that the
Conpany obtain funding in order to settle
creditor clainms. Managenent's plan in regard
to this settlenent includes obtaining a one
mllion dollar capital infusion and a

$500, 000 revol ving working capital |oan from
T.K. Acquisitions, Inc. The loan is to be
secured by the conpany's inventory. Shoul d

t he conpany not return to profitability there
i s reasonabl e doubt about its ability to
continue as a going concern w thout an

addi tional infusion of capital or debt

fi nanci ng.

% There is no evidence in the record to show who
paid this noney and in what anounts.

31 | ndeed, assuming that Touche Ross made no
adjustnents to the debtor's bal ance sheet other than
elimnating the $1 million capital contribution fromthe asset
and shareholder's equity sections, the debtor would show a net
worth of only $1.5 million as of May 28, 1989, representing

only 75 percent of the equity required by the comm tnent
letter.

%2 puring the pendency of this adversary
proceedi ng, the court entered an order permtting the
substitution of a certificate of deposit for the real
property (Docunent No. 110).

% The guaranty docunents all stated that:

This is a guaranty of paynent and
performance and not of collection. The
l[iability of Guarantor under this Quaranty
shall be direct and i medi ate and not
condi tional or contingent upon the pursuit of
any renedi es agai nst Borrower or any other
person, nor against securities or liens
avai l able to Lender, its successors,
successors-in-title, endorsees or assigns.
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3 Each guaranty stated that:

The provisions of this Quaranty
shal | extend and be applicable to all
renewal s, anendnents, extensions,
consol idations and nodifications of the
Loan Docunents, and any and all references
herein to the Loan docunents shall be
deened to include any such renewal s,
ext ensi ons, anendnents, consolidations or
nodi fications thereof. This Quaranty
uncondi tional ly guarantees the perfornmance
of all obligations to Lender nade on
behal f of Borrower by any officer,
partner, or agent of Borrower.
% The guaranty of paynent and perfornance contains
the foll ow ng text:

Quarantor waives any right to require
that an action be brought against any security
or to any bal ance of any deposit account or
credit on the books of Lender in favor of
Borrower or any other person or to require
that resort be had to any security or to any
bal ance of any deposit account or credit on
t he books of Lender in favor of Borrower or
any other person. (uarantor hereby waives and
agrees not to assert or take advantage of (a)
the defense of the statute of Iimtations in
any action hereunder or for the collection of
t he i ndebt edness or the performance of any
obligation hereby guaranteed; (b) any defense
that may arise by reason of the incapacity,
| ack of authority, death or disability of
Quarantor or any other person or entity, or
the failure of Lender to file or enforce a
claimagainst the estate (either in
adm ni stration, bankruptcy, or any ot her
proceedi ng) of Borrower or any other person or
entity; (c) any defense based on the failure
of Lender to give notice of the existence,
creation or incurring of any new or additional
i ndebt edness or obligation or of any action or
non-action on the part of any person
whonsoever, in connection with any obligation
her eby guaranteed; (d) any defense based upon
an el ection of renedies by Lender which
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destroys or otherw se inpairs any subrogation
rights of Guarantor or the right of Quarantor
to proceed agai nst Borrower for reinbursenent,
or both; (e) any defense based upon failure of
Lender to commence an action agai nst Borrower;
(f) any duty on the part of Lender to disclose
to Quarantor any facts it may now or hereafter
know regardi ng Borrower; (g) acceptance or
noti ce of acceptance of this Quaranty by
Lender; (h) notice of presentnent and denand
for paynment of any of the indebtedness or

per formance of any of the obligations hereby
guaranteed; (i) protest and notice of dishonor
or of default to Guarantor or to any other
party with respect to the indebtedness or
performance of obligations hereby guaranteed;
(j) any and all other notices whatsoever to
whi ch Guarantor m ght ot herw se be entitl ed;
(k) any defense based on | ack of due diligence
by Lender in collection, protection or
realization upon any collateral securing the

i ndebt edness evi denced by the Note; (l) the
invalidity or unenforceability of any of the
Loan Docunents; (n) any transfer by Borrower
of all or any part of the security encunbered
by the Loan Docunents, (o) the failure of
Lender to perfect any security or to extend or
renew the perfection of any security; or (p)
any ot her |egal or equitable defenses

what soever to which Quarantor m ght otherw se
be entitl ed.

% See note 59 infra for the specifics of howthis
anount was det erm ned.

37 The court calculates this anount by subtracting
$700,000 in limted guaranties ($350,000 from Wodward,
$175,000 from Hunsaker |1, and $87,500 each from Hunsaker I11
and Ranney) from the $900, 000 ($450, 000 each from Wodward and
Hunsaker I1) stated in the May 10, 1989, senior |oan commttee
m nut es.

% See note 6 supra. Utimately, TKA's shares were
di stributed proportionately as foll ows:

Shar ehol der Omer shi p percent age
Wbodwar d 30.0
Mor r ow 20.0
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Angl e 20.0
Hunsaker 11 15.0
Hunsaker 111 7.5
Ranney 7.5

100.0

% The nonthly operating report filed with the court

in Toy King | for the nonth ending May 28, 1989, showed a | oss of
$907, 057.

40 TKA made funds available to the debtor fromits
C&S line of credit.

" McCarthy relied upon the Al CPA Task Force
Statenent of Position 90-7 dated Novenber 19, 1990, "Fi nanci al
Reporting by Entities in Reorganization of the Bankruptcy
Code." It states that, at the time of reorganization, assets
shoul d be recorded on the basis of reorgani zation val ue and
liabilities should be recorded at fair value so that
reorgani zati on val ue general ly approxi mates the fair val ue of
the entity before considering liabilities and approxi mates the
anpunt a willing buyer would pay for the assets of the entity
i medi ately after restructuring.

Thus, under "fresh start" accounting, the
"purchase price" or "new value" contributed to the reorganized
entity represents the true value of the debtor's assets,
wi thout regard to its liabilities. The debtor's liabilities
are stated at "fair value," and the shareholder's equity is
determ ned accordingly. The follow ng exanples illustrate this
accounting principle with varying "purchase" price anounts.

Shar ehol der' s

Asset s Liabilities Equity
Exanpl e 1 $150, 000 $100, 000 $50, 000
Exanpl e 2 100, 000 100, 000 0
Exanpl e 3 50, 000 100, 000 (50, 000)

42

MCarthy relied upon Montgonery's Auditing (10"
ed.), pages 778-9, an authority recogni zed by certified public
accountants nationwide. It states that:

For financial statenent purposes, however,
such receivabl es (whether for shares al ready
i ssued or to be issued) should be deducted
fromcapital stock issued or subscribed, as
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appropriate, and additional paid-in capital.
This accounting is required for all SEC
registrants and, in the author's opinion, is
appropriate for all conpanies.

3 MCarthy, the plaintiff's accounting expert,
testified that, at the time Toy King Il was filed, the debtor's
books and records represented only about five percent of the
records that one woul d expect a debtor with operations of the
si ze and vol unme of the debtor to have. Most of the records
that the debtor had in its possession at that tinme concerned
the debtor's operations in the nonths i medi ately preceding the
filing of Toy King Il or concerned the debtor's satellite
operations rather than its corporate office operations. The
court credits this testinony.

*“  The weight of the evidence clearly supports this
conclusion. The debtor had sold off its good inventory during
the reorganization in its efforts to raise noney. Accordingly,
the court concludes that the debtor's inventory mx at the tine
of confirmation was conparable in type and quality to the
debtor's inventory on January 28, 1990, and should therefore be

valued simlarly. 1In addition, the evidence suggests that the
debtor did not change its purchasing habits between the
confirmation of Toy King I and the filing of Toy King Il. In

ot her words, the debtor suffered froma poor inventory m X,
stal e products, inadequate product |lines (nost notably a |ack
of Ni ntendo products) and the like, fromthe tine that Morrow
first acquired Toy King up to the time that the unsecured
creditors filed their involuntary petition initiating Toy King
.

% Haas expressed no opinion as to the worth of the
debtor's autonobiles and trucks. The court, therefore, wll
accept the debtor's figures before depreciation as to the val ue
of the debtor's vehicles.

“  The court has adjusted the debtor's bal ance
sheets consistent with the evidence and credited testinony of
McCarthy and Haas. Specifically, the court has adjusted the
assets to elimnate the parent conpany receivable (shown as a
stock subscription), as well as to reduce the val ue of the
debtor's inventory and fixed assets. The court has adjusted
the liabilities in accordance with the debtor's actual receipt
of nonies from TKA as stipulated by the parties. Finally, the
court has adjusted the shareholder's equity to elimnate the
paid-in capital occurring fromthe "quasi-reorgani zati on"
accounting convention and to elimnate the preferred stock of
$1, 000, 000.
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Al though McCarthy testified credibly that the
debtor's bal ance sheets as presented to the court overstated
t he prepai d expenses and i nproperly included unearned
di scounts, the court cannot adjust for these overstatenents
because the record contains insufficient evidence on these
points. MCarthy also testified credibly that the debtor's
bal ance sheets understated its liabilities, including |ease
rejection costs, costs of opening new stores, unanortized | oan
costs, or sales taxes, but again the court cannot adjust the
bal ance sheets because the record contains no specific evidence
of these understatenents.

Accordingly, the court adopts the foll ow ng
bal ance sheet, as adjusted by the court, as its finding of fact
as a reasonabl e approximation of the true financial picture of
Toy King on the stated date:

MAY 28, 1989, BALANCE SHEET

COURT DEBTOR S
ADJUSTED ORI G NAL
AMOUNTS AMOUNTS
ASSETS:
CASH 32, 639. 05 32, 639. 05
RECEI VABLES
M SC. 25, 663. 66 25, 663. 66
STOCK
SUBSCRI PTI ON 1, 000. 000. 00
| NVENTORY 1, 786, 509. 91 3,573, 019. 81
PREPAI DS 89, 501. 95 89, 501. 95
NET FI XED ASSETS 273, 548. 26 430, 692. 70
DEPCSI TS AND
AMORTI ZABLE
LOAN COSTS 70, 965. 90 70, 965. 90
TOTAL ASSETS 2,278,828.73 5,222, 483. 07
LI ABI LI TI ES:
ACCOUNTS PAYABLE
MERCHANDI SE 538, 166. 91 538, 166. 91
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EXPENSES 213, 667.
DI STRI BUTI ON PAYABLE

PREPETI TI ON

DEBT 1, 168, 107.
ACCRUED PAYROLL 0.
ACCRUED | NTEREST 0.
ACCRUED EXPENSE 308, 092.
ACCRUED RENT 0.
CREDI T MEMOS 718.
( PARENT CO.)

BORROW NGS 180, 000.
TAX LI ABI LI TI ES 0.
NOTE PAYABLE - FORD

MOTOR CREDI T 15, 731
SUBORDI NATED
NOTE PAYABLE

( M&D) 294, 382.
TOTAL
LI ABI LI TI ES 2,718, 865.
STOCKHOLDER S EQUI TY:
PAI D- | N- CAPI TAL 0.
CAPI TAL STOCK 0.
COMMON STOCK 10, 000.
RETAI NED EARNI NGS

(LOSS) (450, 036.
TOTAL SHAREHOLDER S

EQUI TY (440, 036.
TOTAL LI ABI LI TI ES

AND EQUI TY 2,278, 828.

77
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47 The record does not contain sufficient

information for the court to cal cul ate how the application of
"fresh start"” accounting would inpact the debtor's bal ance
sheets prepared between May 28, 1989, and January 29, 1990. It
is clear, however, that the use of "fresh start" accounting
woul d significantly decrease the value of the debtor's assets.

For exanple, MCarthy opined that the debtor's
assets woul d have a $10,000 value at the tinme of confirmation
using the "purchase" or "fresh start" accounting conventi on.
The court credited this testinony.

McCarthy did not testify, however, as to the "fair
val ue" of the debtor's liabilities using "purchase" or "fresh
start" accounting. It is unclear, therefore, what adjustnents,
if any, would be nmade to the debtor's liabilities to represent
their "fair value" at the time of confirmation. The court
assunmes, however, that any such adjustnent would be m nor
because the debtor's prepetition liabilities were substantially
reduced, fixed, and determ ned at the tine of confirmation and
all of the debtor's post-petition liabilities were w thout
di sput e.

The court adopts the follow ng bal ance sheet as
illustrative of the debtor's worth around the tinme of the
confirmation of Toy King |I using "purchase" or "fresh start"”
accounting. In so doing, the court credits McCarthy's opinion
that the "purchase" or "fresh start" value of the debtor's
assets was the $10,000 of new capital contributed under the
plan. The court also adopts its corrected statenent of
l[iabilities as of May 28, 1989.

MAY 28, 1989, BALANCE SHEET

COURT DEBTOR S
ADJUSTED ORI G NAL
AMOUNTS AMOUNTS
ASSETS:
TOTAL ASSETS 10, 000. 00 5,222, 483. 07
LI ABI LI TI ES:
ACCOUNTS PAYABLE
MERCHANDI SE 538, 166. 91 538, 166. 91
EXPENSES 213, 667. 77 213, 667. 77

DI STRI BUTI ON PAYABLE
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PREPETI TI ON

DEBT 1, 168, 107. 00 1,168, 107. 00
ACCRUED PAYROLL 0. 00 0. 00
ACCRUED | NTEREST 0. 00 0. 00
ACCRUED EXPENSE 308, 092. 14 308, 092. 14
ACCRUED RENT 0. 00 0. 00
CREDI T MEMOS 718. 27 718. 27
( PARENT CO.)

BORROW NGS 180, 000. 00 180, 000. 00
TAX LI ABI LI TI ES 0. 00 0. 00

NOTE PAYABLE - FORD
MOTOR CREDI T 15, 731. 05 15, 731. 05

SUBCRDI NATED
NOTE PAYABLE
( M&D) 294, 382. 00 294, 382. 00

TOTAL
LI ABI LI TI ES 2,718, 865. 14 2,718, 146. 67

STOCKHOLDER S EQUI TY:

PAI D- I N- CAPI TAL 0. 00 1, 915, 775. 50
CAPI TAL STOCK 0. 00 1, 000, 000. 00
COVMON STOCK 10, 000. 00 10, 000. 00

RETAI NED EARNI NGS
(LOSS) (2, 698, 864. 14) (421, 439. 30)

TOTAL SHAREHOLDER S
EQUI TY 0. 00 2,504, 336. 20

TOTAL LI ABI LITIES
AND EQUI TY 10, 000. 00 5,222, 483. 07
“®  There is no evidence to show why the debtor sent
inventory reports to McCarthy. Nor is there any evidence to
show what use, if any, MCarthy nade of the inventory reports.
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McCart hy's enpl oyment as accountant for the unsecured creditors
commttee in Toy King | effectively ceased |ong before the
debtor confirmed its plan in Toy King I. It appears fromthe
record that McCarthy did little or no work for the unsecured
creditors commttee in Toy King | after Decenber 1988.

4% The $500,000 line of credit was di sbursed to
TKA and | oaned to the debtor as foll ows:

Dat e Anount TK Not e

06/ 15/ 89 $320, 530. 15 1 & 2*

06/ 15/ 89 75, 000. 00 3

07/ 12/ 89 80, 000. 00 4

09/ 06/ 89 6, 885. 00 8

10/ 03/ 89 17,584. 85 15**
$500, 000. 00

* |t appears fromthe evidence that no note was given by TK
to support its obligation to pay to TKA $60, 530.15 of this
sum It is clear, however, that the $18, 707.22 paid by TKA
to Liberty for loan fees and costs was included in the first
di sbur senent.

** Although the parties only stipulated to 14 notes, the
evi dence clearly shows that the debtor nmade paynents to TKA
on 15 notes. The debtor's paynents on note 15 are
consistent in timng and anount with an obligation incurred
in early Cctober in the anbunt of $17,584.85. This sum was
di sbursed to the debtor together with $30, 749. 78 renai ni ng
on $1 mllion letter of credit no later that Cctober 3,
1989.

0 The difference between the amount that TKA
paid Liberty and the debtor paid TKA will be nore
specifically calculated in note 57 infra. Calculating this
anmount is made difficult because, in its paynments to
Li berty, TKA did not distinguish between interest paid on
t he $500,000 line of credit and the $1 mllion letter of
credit.

> Morrow s annual salary during the pendency of Toy

King | was $60,000. The debtor's tax return for the fiscal
year begi nning on February 1, 1989, and ending on January 31,
1990, reflects that Morrow received a total of $71,269 in
salary for that period.

Angl e' s annual salary during the pendency of Toy
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King | was $15,000. The debtor's tax return for the fiscal

year begi nning on February 1, 1989, and ending on January 31,
1990, reflects that Angle received a total of $53,962 in salary
for the period.

There is no evidence in the record that shows
exactly how nuch tinme each week that Mrrow and Angl e spent
perform ng services on behalf of the debtor and how nmuch tine
t hey spent perform ng services for the other conpanies that
t hey owned.

52 TKA borrowed fromthe C& line of credit and
in turn |l oaned to the debtor nonies as foll ows:

Dat e Anount TK Not e

08/ 07/ 89 $125, 000 5

08/ 03/ 89 65, 000 6

09/ 08/ 89 50, 000 7

09/ 22/ 89 10, 000 10
$250, 000

3 TKA paid interest to C&S as foll ows:

Dat e Anpbunt
09/ 26/ 89 $2,491. 67
10/ 25/ 89 2,583. 33
11/ 30/ 89 2, 500. 00
$7,575. 00

TK paid interest to TKA as foll ows:

Dat e Anpunt Not e
08/ 24/ 89 $1,171. 88 5
08/ 24/ 89 219. 38 6
09/ 26/ 89 1, 453.12 5
09/ 26/ 89 755. 62 6
09/ 26/ 89 431. 25 7
09/ 26/ 89 33.75 10
10/ 25/ 89 1, 406. 25 5
10/ 25/ 89 731. 25 6
10/ 25/ 89 581. 25 7
10/ 25/ 89 116. 25 10
11/ 20/ 89 1, 406. 25 5
11/ 20/ 89 731. 25 6
11/ 20/ 89 562. 50 7
11/ 20/ 89 112. 50 10
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12/ 28/ 89 46. 88 5

12/ 28/ 89 24. 38 6

12/ 28/ 89 18. 75 7

12/ 28/ 89 3.75 10
$9, 806. 26

Accordingly, TK paid $1,825 nore in interest to

TKA than TKA paid to C&S prior to Novenber 15, 1989 ($6, 900
m nus $5,075) and $406.26 nore after Novenber 15, 1989
(%$2,906. 26 m nus $2, 500).

>  The evidence suggests that the debtor paid
guaranty fees beginning in April 1989, although the
specifics of the early paynents are not in evidence. The
evi dence does show that the debtor paid guaranty fees as
fol | ows:

Dat e Anount
05/ 30/ 89 $ 2,500.00
06/ 20/ 89 1, 760. 75
08/ 24/ 89 1,175. 81
09/ 28/ 89 4, 680. 00
10/ 25/ 89 5, 166. 66
12/ 08/ 89 5, 000. 00
$20, 283. 22

TKA in turn distributed the guaranty fees on a pro
rata basis to Morrow, Angle, and Wodward at or about the sane
time. Morrow, Angle and Wodward each received paynents as
fol | ows:

Dat e Anount
05/ 89 $ 833.33
06/ 89 586. 92
08/ 89 391. 93
09/ 89 1, 560. 00
10/ 89 1,722.22
12/ 89 1, 666. 67

$6, 761. 07

Accordi ngly, Mrrow, Angle, and Wodward each
recei ved $5,094. 41 before Novenber 1, 1989, and $1, 666.67 after
Decenber 1, 1989, in guaranty fees.

>  For exanple, the debtor paid guaranty fees in
May, June, and July in the total amount of $6,601.30 even
t hough TKA owed no noney then on the C& |ine of credit.
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The fees paid represented one percent of the outstanding
anounts due on Notes 1 and 2. At the time the debtor paid
t hese fees, TKA had allocated these notes as supporting its
obligations on the Liberty line of credit after paying off
the C& line of credit obligation. TKA did not borrow
against the C& line of credit again until August 7, 1989.

% The $1 million letter of credit was debited as

foll ows:

Dat e Anpbunt

06/ 28/ 89 $ 215, 498.61

09/ 20/ 89 203, 403. 81

09/ 20/ 89 314, 573.61

09/ 29/ 89 49, 919. 36
09/ 29/ 89 167,876. 70
10/ 03/ 89 48, 727.91*

$1, 000, 000. 00

* The evidence does not show the exact date that this
anount was debited fromthe letter of credit. It does show,
however, that it was debited no |later than Cctober 3, 1989.
The evi dence al so shows that $30, 749.78 was not used to pay
prepetition dividend paynments but was rolled over to the
$500, 000 line of credit to be used for the debtor's general
operating expenses. Accordingly, only $969, 250. 22 of the
letter of credit was used to pay prepetition dividend
payment s.

° TKA paid interest to Liberty as foll ows:

Dat e Anount
07/ 10/ 89 $ 1,638. 26
07/ 31/ 89 6, 960. 18
08/ 31/ 89 6, 843. 10
10/ 03/ 89 8,971. 97
11/ 01/ 89 14, 398. 93
12/ 04/ 89 14, 374. 94
01/ 02/ 90 14, 375. 00
02/ 06/ 90 8, 976. 39
03/ 02/ 90 8, 050. 00
$84, 588. 77

TK paid interest on both the $500, 000 |ine of
credit and the $1 nmillion letter of credit (LOC) as foll ows:

Dat e Anmount Note or LOC
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05/ 30/ 89
05/ 30/ 89
06/ 20/ 89
06/ 20/ 89
07/ 10/ 89
07/ 10/ 89
07/ 10/ 89
07/ 27/ 89
07/ 27/ 89
07/ 27/ 89
07/ 27/ 89
08/ 24/ 89
08/ 24/ 89
08/ 24/ 89
08/ 24/ 89
08/ 24/ 89
09/ 26/ 89
09/ 26/ 89
09/ 26/ 89
09/ 26/ 89
09/ 26/ 89
09/ 26/ 89
10/ 25/ 89
10/ 25/ 89
10/ 25/ 89
10/ 25/ 89
10/ 25/ 89
10/ 25/ 89
11/ 20/ 89
11/ 20/ 89
11/ 20/ 89
11/ 20/ 89
11/ 20/ 89
11/ 20/ 89
11/ 20/ 89
12/ 28/ 89
12/ 28/ 89
12/ 28/ 89
12/ 28/ 89
12/ 28/ 89
12/ 28/ 89
12/ 28/ 89
01/ 29/ 90
02/ 28/ 90
03/ 31/ 90
08/ 02/ 91

$ 1, 740.
64.

1, 087.
483.

1, 087.
483.
483.
2,247,
998.
996.
644.

2, 134.
2, 030.
902.
825.
942.

6, 265.
2, 025.
900.
843.
900.
64.

11, 625.
2,092.
930.
871.
930.
80.

11, 250.
2, 025.
900.
843.
900.
77.
389.
11, 625.
540.
240.
225.
483.
46.
184.
10, 762.
9, 450.
10, 462.
149, 008.

$254, 091.
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* Liberty stipulated that the debtor made this paynent
directly to it.

** According to the final accounting attached as an exhi bit
to the debtor's application for final decree (Miin Case
Docurment No. 351), the debtor paid Liberty $149,008.33 in
interest on the Liberty loan at the sane tine it paid the
out st andi ng princi pal .

Accordingly, TK paid $5,865.83 nore in interest
to TKA than TKA paid to Liberty prior to Novenber 15, 1989
($44,678.27 m nus $38,812.44) and $2,766.29 nore after
Noverber 15, 1989, and before February 12, 1990 ($40, 492.62
m nus $37, 726. 33).

®®  The debtor nade the payment on July 6, 1989,
| ess than three nonths after M&D paid First Union for the
claims. The report of dividends generated on June 26, 1989,
carries the clains as to be paid to First Union rather than
to MBGD. The First Union clains are the only clains that are
shown as disputed. |In addition, the report lists the First
Union clains as paid in full in the anount of $138,500 with
0.00 interest.

* The parties stipulated that M&D distributed the
paynment to Morrow, Angle, and Wodward as fol |l ows:

Angl e Mor r ow Wbodwar d
Pri nci pal $63, 000. 00 $63, 000. 00 $7, 000. 00
| nt er est 4, 224.72 4, 224.72 245. 43
Profit 2,105. 28 2,105. 28 221.61
$69, 350. 00 $69, 350. 00 $7, 467. 04

The amount of the stipulated distribution exceeds
t he paynent by the debtor. A breakdown of the stipul ated
di stribution denonstrates that Morrow and Angl e each received
47. 45 percent of the distribution, while Wodward received 5.1
percent. Accordingly, the court finds that the debtor paid to
Morrow and Angl e $65, 718. 25 of the $138, 500 dividend and to
Wodward $7, 063. 50.

The evidence is also confusing with respect to
M&D s all ocation of principal and interest on its July 6, 1989,
di vidend paynent. The total dividend due on the First Union
unsecured cl ai mwas $415, 382. 62. Subtracting the anpbunt ow ng
on the subordi nated note, $294,382, fromthis anobunt suggests
that only $121, 000. 62 of the $138, 500 represented principal.
The remai nder, in the anount of $17,499. 38, denom nated by the
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i ndi vi dual defendants as interest and "profit," was sonething
el se. The parties' stipulation, however, suggests that at

| east $125,827.23 of the distribution was shown as a princi pal
paynment (cal culated by nultiplying each distribution as found
by the court by .9085).

The court finds that the weight of all the
evidence in this proceeding nore consistently supports
$121, 000. 62 as the actual amount of principal paid by the
debtor in the $138,500 distribution to MD.

®  The parties stipulated that the debtor opened
new stores as foll ows:

Store Locati on Dat e Opened

Bowi e Mar yl and Cct ober 21, 1989
Hatti esburg M ssi ssi ppi Novenber 11, 1989
Landover Pennsyl vani a Novenber 11, 1989

The debtor segregated and staged inventory to
be shipped to the new stores on the foll ow ng schedul e:

Store Sept enber * Cct ober Novenber Decenber

Bowi e $ 95,916.45 $54,575.12 $55,722.33 $ 44,302. 32
Hatti esburg 87, 767. 45 43, 411. 50 44 597. 45 105, 381. 44
Landover 103, 537. 43 55, 458. 24 48, 568. 68 35, 364. 57

* Al though the evidence reflects these inventory val ues on
Sept enber 30, 1989, the evidence does not reflect a precise
date for the other nonths. The court assunes that these are
all nonth end figures.

®  The court credits the testinmony and opini on of
Haas that the debtor's gross margin on sal es averaged 25.7
percent during 1989.

®2  Each witness believed that the debtor had
$2.9 million in equity and that, even if the debtor paid out
$1 million in plan paynents, the debtor would have at |east
$1.9 million remaining as a cushion during |l oss nonths or in
the event of disappointing sales.

3 WWen buying on anticipation, the purchaser
receives an effective discount on the price of goods in return
for paying sonme of the indebtedness before the due date. The
early paynment of the obligation also enables the purchaser to
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order nore goods under the line of credit at an earlier point
in time than woul d ot herw se be possi bl e.

® According to the evidence, toy retailers receive
the | argest shipnents of inventory in August, Septenber, and
Cctober for sale during the Christnas season.

®  Morrow cal cul ated these projections based upon
sal es during 1989 of nore than $10 mllion, a 3.7 turnover of
goods during the year, and an anticipated gross margin of 40
percent average on sales. These projections exceeded both the
i ndustry's averages and the debtor's historical performance.
Consequently, these projections had the effect of projecting
smal | er accounting | osses and reduced cash requirenents for the
debtor. Morrow projected that the debtor would i ncur | osses
during the summer nonths and would show a profit beginning in
Decenber 1989, consistent with other toy retailers in the
i ndustry.

®  The trade creditors could not and did not
appreci ate the extent of this msleading information until
after the inception of the Christnmas season when the vari ance
bet ween the actual versus projected would be applied to 40
percent or nore of the debtor's annual sales.

® N ntendo had virtually no conpetitive pressure
at this tinme and had a market penetration of a 95 percent
share in its markets.

® Each of the witnesses testifying on behalf of the
toy manufacturers was unaware that N ntendo had refused to
extend credit ternms to the debtor during the post-confirmation
period and that the debtor was on cash only terns for that
creditor.

Because the debtor's projections were based upon

one quarter of its sales revenues comng fromthe sale of
Ni nt endo products, N ntendo was one of the debtor's key
suppliers. The trade creditors would have been greatly
concerned about the debtor's financial viability had they known
that it was on a "cash only" basis with one of its nost
i nportant suppliers.

® O oseout inventory consists of seasonal,
obsol ete, or unpopul ar goods.

° At this time, the debtor's cost of borrowi ng

moni es from TKA on the C&S line of credit was effectively 26.5
percent, inclusive of interest and guaranty fees.
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T At this tinme, there remained only $17,584. 85
avai |l abl e fromthe $500,000 Iine of credit to be used for
operations. On the other hand, $784,501. 39 renmai ned on the
$1 mllion portion of the Liberty |oan.

2 Of course, by the tine this meeting occurred
Li berty had al ready advanced $100, 000 to TKA fromthe debtor's
letter of credit and knew that those funds would need to be
repl aced fromthe Ni ntendo | oan proceeds.

> The individual guarantors could not reach a
consensus as to the letter of credit due to the serious illness
of Wbodward' s spouse.

*  The Nintendo | oan was disbursed as foll ows:

Dat e Anpunt Not e

09/ 13/ 89 $100, 000. 00 9

10/ 03/ 89 300, 000. 00 11

10/ 11/ 89 100, 000. 00 12

10/ 13/ 89 100, 000. 00 13

10/ 14/ 89 100, 000. 00 14
$700, 000. 00

> TKA paid interest on the Nintendo note to

Li berty as foll ows:

Dat e Anmount
11/ 01/ 89 $ 6,631.94
12/ 01/ 89 7,291. 67
01/ 09/ 90 2,916. 67

$16, 840. 28

TK paid interest to TKA as foll ows:

Dat e Anount Not e
09/ 26/ 89 $ 675.00 9
10/ 25/ 89 1,162. 50 9
10/ 25/ 89 3,262. 50 11
10/ 25/ 89 787.50 12
10/ 25/ 89 712.50 13
10/ 25/ 89 562. 50 14
11/ 20/ 89 1,125.00 9
11/ 20/ 89 3,375.00 11
11/ 20/ 89 1,125.00 12
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11/ 20/ 89 1,125. 00 13

11/ 20/ 89 1,125. 00 14

12/ 28/ 89 675. 00 9

12/ 28/ 89 457. 00 11

12/ 28/ 89 1, 050. 00 12

12/ 28/ 89 1, 050. 00 13

12/ 28/ 89 1, 050. 00 14
$19, 319. 50

Accordingly, TK paid $530.56 nore in interest
to TKA than TKA paid to Liberty prior to Novenber 15, 1989
($7,162.50 minus $6,631.94) and $1,948.66 nore in interest
than TKA after Novenber 15, 1989 ($12,157 minus $10, 208. 34).

® The defendants stipulated that only $357, 815. 18
of the Nintendo | oan was used to purchase N ntendo product.
The defendants stipulated to the foll ow ng paynents:

Dat e Anount
7/ 20 $ 1,954.07
8/ 07 9, 034. 68
8/ 21 72,814. 68
9/ 11 6, 919. 69
9/ 25 89, 510. 55

10/ 11 62, 647. 90

12/ 01 114, 933. 51

$357, 815. 18

O this anmount, however, $90, 723.12 in purchases
occurred before the Nintendo | oan was made and $114,933.51 in
purchases occurred long after the Nintendo | oan was conpletely
drawn down. Accordingly, the court concludes that the debtor
used only $152,158.45 of the Nintendo | oan proceeds for the
purchase of N ntendo products.

" This was especially problematic because Novenber
was one of the two nonths in each cal endar year when toy
retailers historically recoup their |losses for the rest of the
year .

® For exanple, in his Decenber 18, 1989, letter to
Horne, Morrow indicated that the debtor performed 40 percent
bel ow budget for the first two weeks in Decenber.

° By this tinme, TKA was charging the debtor a two
percent guaranty fee so that the debtor was effectively paying
37 percent for the use of nonies borrowed by the parent on the
C&S line of credit, inclusive of interest and guaranty fees.
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8  The debtor's sales were 7.6 percent |ess than

projected, while cost of inventory was 4.6 percent higher.
The debtor was able to turn over its inventory only 2.4
times in contrast to its projected turnover of 3.8.

81

this time.

This liability was in excess of $3 mllion by

82 The court has adjusted the debtor's bal ance

sheets consistent with the evidence and credited testinony of
McCarthy and Haas. Specifically, the court has adjusted the
assets to elimnate the parent conpany receivable (shown as a
stock subscription), as well as to reduce the val ue of the
debtor's inventory and fixed assets. The court has adjusted
the liabilities in accordance with the debtor's actual receipt
of nonies from TKA as stipulated by the parties. Finally, the
court has adjusted the shareholder's equity to elimnate the
paid-in capital occurring fromthe "quasi-reorgani zati on"
accounting convention and to elimnate the preferred stock of
$1, 000, 000.

Al though McCarthy testified credibly that the
debtor's bal ance sheets as presented to the court overstated
the prepai d expenses and i nproperly included unearned
di scounts, the court cannot adjust for these overstatenents
because the record contains insufficient evidence on these
points. MCarthy also testified credibly that the debtor's
bal ance sheets understated its liabilities, including |ease
rejection costs, costs of opening new stores, unanortized | oan
costs, or sales taxes, but again the court cannot adjust the
bal ance sheets because the record contains no specific evidence
of these understatenents.

Accordingly, the court adopts the foll ow ng
bal ance sheets, as adjusted by the court, as its findings of
fact as a reasonabl e approxi mati on of the true financial
pi cture of Toy King on the stated dates:

JULY 2, 1989, BALANCE SHEET

COURT DEBTOR S
ADJUSTED ORI G NAL
AMOUNTS AMOUNTS
ASSETS:
CASH 71,124. 98 71,124. 98
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RECEI VABLES
M SC.
STOCK
SUBSCRI PTI ON
| NVENTORY
PREPAI DS
NET FI XED ASSETS
DEPCSI TS AND
AMORTI ZABLE
LOAN COSTS
TOTAL ASSETS
LI ABI LI TI ES:
ACCOUNTS PAYABLE

VERCHANDI SE
EXPENSES

DI STRI BUTI ON PAYABLE

PREPETI TI ON
DEBT

ACCRUED PAYROLL
ACCRUED | NTEREST
ACCRUED EXPENSE
ACCRUED RENT
CREDI T MEMOS

( PARENT CO.)
BORROW NGS

TAX LI ABI LI TI ES

NOTE PAYABLE -- FORD

MOTOR CREDI T

SUBORDI NATED NOTE
PAYABLE
(M&D)

20, 781.

0.
1, 782, 304.
89, 784.
273, 548.

75, 802.
2, 313, 346.

512, 063.
70, 695.

1, 165, 831.
0.
0.
224, 777.
0.
0.

611, 028.

15, 377.

294, 382.

54
00
46
07
26

90
21

96
82

96
00
00
55
00
00

76

. 00

00

00
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20, 781.
784, 501.
3, 564, 608.

89, 784.
437, 522.

75, 802.
5, 044, 125.

512, 063.
70, 695.

1, 165, 831.
0.
0.
224, 777.
0.
0.

335, 000.
0.

15, 377.

294, 382.

54
39
92
07
10

90
90

96
82

96
00
00
55
00
00

00
00

00

00



TOTAL
LI ABI LI TI ES

STOCKHOLDER S EQUI TY:

PAI D- | N- CAPI TAL
CAPI TAL STOCK
COVMON STOCK

RETAI NED EARNI NGS
(LOSS)

TOTAL SHAREHOLDER S

EQUI TY

TOTAL LI ABILITIES
AND EQUI TY

ASSETS:
CASH
RECEI VABLES
M SC.
STOCK
SUBSCRI PTI ON
| NVENTORY
PREPAI DS
NET FI XED ASSETS
DEPCSI TS AND
AMORTI ZABLE
LOAN COSTS
TOTAL ASSETS

LI ABI LI TI ES:

2,894, 157.

0.

0.

10, 000.
(590, 810.

(580, 810.

2, 313, 346.

JULY 30, 1989,

05

00
00
00
84)

84)

21

2,618, 128.

1, 915, 775.
1, 000, 000.

10, 000.
(499, 777.

2,425, 997.

5, 044, 125.

BALANCE SHEET

COURT

ADJUSTED
AMOUNTS

29, 365.

25, 342.

0.

1, 793, 224.
105, 616.
273, 548.

74,129.
2,301, 226.

22

52
00
52
22
26

90
64
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DEBTOR

29

89)

90

S

ORI G NAL
AMOUNTS

29, 365.

25, 342.
784, 501.
3, 586, 449.
105, 616.
436, 490.

74,129.
5, 041, 894.

22

52
39
04
22
10

90
39



ACCOUNTS PAYABLE

MERCHANDI SE 612, 561.

EXPENSES 67, 458.
DI STRI BUTI ON PAYABLE

PREPETI TI ON

DEBT 914, 511.
ACCRUED PAYROLL 20, 865.
ACCRUED | NTEREST 8, 000.
ACCRUED EXPENSE 273, 208.
ACCRUED RENT 25, 998.
CREDI T MEMOS 0.
( PARENT CO.)

BORROW NGS 691, 028.
TAX LI ABI LI TI ES 55, 992.
NOTE PAYABLE -- FORD

MOTOR CREDI T 15, 023.
SUBORDI NATED NOTE
PAYABLE

( M8D) 294, 382.
TOTAL
LI ABI LI TI ES 2,979, 029.
STOCKHOLDER S EQUI TY:
PAI D- | N- CAPI TAL 0.
CAPI TAL STOCK 0.
COMMON  STOCK 11, 110.
RETAI NED EARNI NGS

(LOSS) (688, 912.
TOTAL SHAREHOLDER S

EQUI TY (677, 802.
TOTAL LI ABI LI TIES
AND EQUI TY 2,301, 226.

43
16

14
50
00
28
68
00

76
11

03

00

09

00

00
00

45)

45)

436

612, 561.
67, 458.

914, 511.
20, 865.
8, 000.
273, 208.
25, 998.
0.

415, 000.
55, 992.

15, 023.

294, 382.

2, 703, 000.

1, 915, 775.
1, 000, 000.

11, 110.

(587, 990.

2,425, 997.

5, 041, 894.

43
16

14
50
00
28
68
00

00
11

03

00

33

00

00
00

94)

39



AUGUST 27,

1989, BALANCE SHEET

ASSETS:
CASH
RECEI VABLES
M SC.
STOCK
SUBSCRI PTI ON
| NVENTORY
PREPAI DS
NET FI XED ASSETS
DEPCSI TS AND
AMORTI ZABLE
LOAN COSTS
TOTAL ASSETS
LI ABI LI TI ES:
ACCOUNTS PAYABLE

VERCHANDI SE
EXPENSES

DI STRI BUTI ON PAYABLE

PREPETI TI ON
DEBT

ACCRUED PAYROLL
ACCRUED | NTEREST
ACCRUED EXPENSE
ACCRUED RENT
CREDI T MEMOS

COURT
ADJUSTE
AMOUNTS

51, 352.

24, 192.
0.

2,025, 621.

117, 124.
273, 548.

114, 907.

2,606, 748.

1, 167, 921.

254, 675.

914, 511.
21, 875.
9, 400.
215, 073.
15, 358.
(192.

43

D

83

72
00
75
60
26

90
06

87
26

14
50
56
11
70
82)

7

DEBTOR S
ORI G NAL
AMOUNTS

51, 352.

24, 192.
784, 501.
4,051, 243.
117, 124.
616, 477.

114, 907.
5, 759, 800.

1, 167, 921.
254, 675.

914, 511.
21, 875.
9, 400.
215, 073.
15, 358.
(192.

83

72
39
49
60
86

90
79

87
26

14
50
56
11
70
82)



( PARENT CO.)

BORROW NGS 881, 028. 76 605, 000. 00
TAX LI ABI LI TI ES 38, 105. 36 38, 105. 36
NOTE PAYABLE -- FORD
MOTOR CREDI T 14, 669. 02 14, 669. 02
SUBORDI NATED NOTE
PAYABLE
( M&D) 294, 382. 00 294, 382. 00
TOTAL
LI ABI LI TI ES 3, 826, 808. 46 3, 550, 779. 70
STOCKHOLDER S EQUI TY:
PAI D- | N- CAPI TAL 0. 00 1, 915, 775. 00
CAPI TAL STOCK 0. 00 1, 000, 000. 00
COMMON STOCK 11, 110. 00 11, 110. 00
RETAI NED EARNI NGS
(LOSS) (1, 231, 160. 40) (717, 863. 91)
TOTAL SHAREHOLDER S
EQUI TY (1, 220, 060. 40) 2,209, 021. 09
TOTAL LI ABI LI TI ES
AND EQUI TY 2, 606, 748. 06 5, 759, 800. 79
OCTOBER 1, 1989, BALANCE SHEET
COURT DEBTOR S
ADJUSTED ORI G NAL
AMOUNTS AMOUNTS
ASSETS:
CASH 53, 898. 98 53, 898. 98
RECEI VABLES
M SC. 26, 946. 64 26, 946. 64
STOCK
SUBSCRI PTI ON 0. 00 37, 634. 78
| NVENTORY 2, 265, 248. 92 4,530, 497. 84
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PREPAI DS

NET FI XED ASSETS

DEPCSI TS AND
AMORTI ZABLE
LOAN COSTS

TOTAL ASSETS

LI ABI LI TI ES:

ACCOUNTS PAYABLE
MERCHANDI SE
EXPENSES

DI STRI BUTI ON PAYABLE
PREPETI TI ON
DEBT

ACCRUED PAYROLL

ACCRUED | NTEREST

ACCRUED EXPENSE

ACCRUED RENT

CREDI T MEMOS

( PARENT CO.)
BORROW NGS

TAX LI ABI LI TI ES

NOTE PAYABLE -- FORD
MOTOR CREDI T

SUBORDI NATED NOTE
PAYABLE
(M&D)

TOTAL
LI ABI LI TI ES

STOCKHOLDER S EQUI TY:
PAI D- | N- CAPI TAL

116, 602.
295, 255.

115, 607.
2,873, 560.

1,674, 869.
336, 453.

128, 412.
52, 714.
4, 680.
173, 406.
15, 358.
(397.

1, 783, 687.
52, 207.

33, 105.

294, 382.

4,548, 877.

38
26

90
08

07

76
22
00
11
70
71)

24
42

07

00

91

. 00
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116, 602.
683, 983.

115, 607.
5, 565, 171.

1,674, 869.
336, 453.

128, 412.
52, 714.
4, 680.
173, 406.
15, 358.
(397.

778, 770.
52, 207.

33, 105.

294, 382.

3, 164, 266.

1, 915, 775.

38
42

90
94

07

76
22
00
11
70
71)

00
42

07

00

18

50



CAPI TAL STOCK 0. 00 1, 000, 000. 00
COVMON STOCK 11, 110. 00 11, 110. 00

RETAI NED EARNI NGS
(LOSS) (1, 686, 427. 83) (905, 673. 73)

TOTAL SHAREHOLDER S
EQUI TY (1,675, 317. 83) 2,021, 211. 27

TOTAL LI ABI LI TI ES
AND EQUI TY 2,873, 560. 08 5,565, 171. 94
8  The court has adjusted the debtor's bal ance sheet
consistent wwth the evidence and credited testi nony of MCarthy
and Haas. Specifically, the court has adjusted the assets to
elimnate the parent conpany receivable (shown as a stock
subscription), as well as to reduce the value of the debtor's
inventory and fixed assets. The court has adjusted the
liabilities in accordance with the debtor's actual receipt of
nmoni es from TKA as stipulated by the parties. Finally, the
court has adjusted the shareholder's equity to elimnate the
paid-in capital occurring fromthe "quasi-reorgani zati on"
accounting convention and to elimnate the preferred stock of
$1, 000, 000.

Al though McCarthy testified credibly that the
debtor's bal ance sheets as presented to the court overstated
t he prepai d expenses and i nproperly included unearned
di scounts, the court cannot adjust for these overstatenents
because the record contains insufficient evidence on these
points. MCarthy also testified credibly that the debtor's
bal ance sheets understated its liabilities, including |ease
rejection costs, costs of opening new stores, unanortized | oan
costs, or sales taxes, but again the court cannot adjust the
bal ance sheets because the record contains no specific evidence
of these understatenents.

Accordingly, the court adopts the foll ow ng
bal ance sheet, as adjusted by the court, as its findings of
fact as a reasonabl e approxi mati on of the true financial
pi cture of Toy King on the stated date:

OCTOBER 29, 1989, BALANCE SHEET

COURT DEBTOR S
ADJUSTED ORI G NAL
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ASSETS:
CASH
RECEI VABLES
M SC.
STOCK
SUBSCRI PTI ON
| NVENTORY
PREPAI DS
NET FI XED ASSETS
DEPCSI TS AND
AMORTI ZABLE
LOAN COSTS
TOTAL ASSETS
LI ABI LI TI ES:
ACCOUNTS PAYABLE

VERCHANDI SE
EXPENSES

DI STRI BUTI ON PAYABLE

PREPETI TI ON
DEBT

ACCRUED PAYROLL
ACCRUED | NTEREST
ACCRUED EXPENSE
ACCRUED RENT
CREDI T MEMOS

( PARENT CO.)
BORROW NGS

TAX LI ABI LI TI ES

NOTE PAYABLE -- FORD

AMOUNTS

114, 019.

51, 677.
0.

2,641, 825.

118, 982.
295, 255.

115, 607.

3, 337, 368.

2,347, 458.

191, 222.

116, 928.
56, 788.
0.

173, 406.
15, 358.
(517.

2,450, 000.

58, 590.

87

60
00
38
90
26

90
91

00
46

33
67
00
11
70
89)

00
77
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AMOUNTS

114, 019.

51, 677.
37, 634.

5, 283, 650.

118, 982.
734, 379.

115, 607.

6, 455, 952.

2,347, 458.

191, 222.

116, 928.
56, 788.
0.

173, 406.
15, 358.
(517.

1,378, 770.

58, 590.

87

60
78
75
90
18

90
98

00
46

33
67
00
11
70
89)

77



MOTOR CREDI T 32,342. 59 32,342. 59
SUBCRDI NATED NOTE

PAYABLE

( M&D) 294, 382. 00 294, 382. 00
TOTAL
LI ABI LI TI ES 5, 735, 959. 74 4,664, 729. 74

STOCKHOLDER S EQUI TY:

PAI D- | N- CAPI TAL 0. 00 1, 915, 775. 00
CAPI TAL STOCK 0. 00 1, 000, 000. 00
COVMON STOCK 11, 110. 00 11, 110. 00

RETAI NED EARNI NGS
(LOSS) (2, 409, 700. 83) (1,135, 661. 76)

TOTAL SHAREHOLDER S
EQUI TY (2,398, 590. 83) 1, 791, 223. 24

TOTAL LI ABILITIES

AND EQUI TY 3,337, 368.91 6, 455, 952. 98

8  The court has adjusted the debtor's bal ance sheet

consistent wwth the evidence and credited testi nony of MCarthy
and Haas. Specifically, the court has adjusted the assets to
elimnate the parent conpany receivable (shown as a stock
subscription), as well as to reduce the value of the debtor's
inventory and fixed assets. The court has adjusted the
liabilities in accordance with the debtor's actual receipt of
nmoni es from TKA as stipulated by the parties. Finally, the
court has adjusted the shareholder's equity to elimnate the
paid-in capital occurring fromthe "quasi-reorgani zati on"
accounti ng conventi on.

Al though McCarthy testified credibly that the
debtor's bal ance sheets as presented to the court overstated
the prepai d expenses and i nproperly included unearned
di scounts, the court cannot adjust for these overstatenents
because the record contains insufficient evidence on these
points. MCarthy also testified credibly that the debtor's
bal ance sheets understated its liabilities, including |ease
rejection costs, costs of opening new stores, unanortized | oan
costs, or sales taxes, but again the court cannot adjust the
bal ance sheets because the record contains no specific evidence
of these understatenents.
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Accordingly, the court adopts the foll ow ng
bal ance sheet, as adjusted by the court, as its findings of
fact as a reasonabl e approxi mati on of the true financial
pi cture of Toy King on the stated date:

NOVEMBER 26, 1989, BALANCE SHEET

COURT DEBTOR S
ADJUSTED ORI G NAL
AMOUNTS AMOUNTS
ASSETS:
CASH 582, 800. 16 582, 800. 16
RECEI VABLES
M SC. 33, 003. 44 33, 003. 44
STOCK
SUBSCRI PTI ON 0. 00 0. 00
| NVENTORY 2,514, 775. 65 5, 029, 551. 30
PREPAI DS 136, 557. 40 136, 557. 40
NET FI XED ASSETS 295, 255. 26 827,074. 77
DEPCSI TS AND
AMORTI ZABLE
LOAN COSTS 115, 607. 90 115, 607. 90
TOTAL ASSETS 3,677,999. 81 6, 724, 594. 97
LI ABI LI TI ES:
ACCOUNTS PAYABLE
VERCHANDI SE 2,393, 707. 17 2,393, 707. 17
EXPENSES 455, 842. 17 455, 842. 17
DI STRI BUTI ON PAYABLE
PREPETI TI ON
DEBT 116, 928. 33 116, 928. 33
ACCRUED PAYROLL 70, 192. 27 70, 192. 27
ACCRUED | NTEREST 0. 00 0. 00
ACCRUED EXPENSE 173, 406. 11 173, 406. 11
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ACCRUED RENT 15, 358. 70 15, 358. 70

CREDI T MEMOS (673. 51) (673. 51)
( PARENT CO.)

BORROW NGS 2, 450, 000. 00 2,389, 469. 85
TAX LI ABI LI TI ES 93, 164. 58 93, 164. 58
NOTE PAYABLE -- FORD

MOTOR CREDI T 31, 580. 11 31, 580. 11
SUBORDI NATED NOTE
PAYABLE

( M&D) 294, 382. 00 294, 382. 00
TOTAL
LI ABI LI TI ES 6, 093, 887. 93 6, 033, 357. 78
STOCKHOLDER S EQUI TY:
PAI D- | N- CAPI TAL 0. 00 1, 915, 775. 00
CAPI TAL STOCK 0. 00 0. 00
COVMMON STOCK 11, 110. 00 11, 110. 00
RETAI NED EARNI NGS

(LOSS) (2, 426, 998. 12) (1, 235, 647. 81)
TOTAL SHAREHOLDER S

EQUI TY (2, 415, 888. 12) 691, 237. 19
TOTAL LI ABI LI TIES
AND EQUI TY 3, 677, 999. 81 6, 724, 594. 97

8 TKA made paynents as follows, having received

paynments from TK in the sanme anmounts at substantially the
sanme tines:

Dat e Anpunt To
12/ 01/ 89 $ 250,000 C&S
12/ 08/ 89 350, 000 Li berty - N ntendo | oan
12/ 18/ 89 350, 000 Li berty - N ntendo | oan
12/ 28/ 89 500, 000 Li berty - 1.5M 1 oan
01/ 08/ 89 100, 000 Li berty - 1.5M | oan

$1, 550, 000
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8 TK paid $301,006.17 to M&D on Decenber 29,
1989. O that amount, $294, 382 was principal and $6, 624. 17
was i nterest.

8 This was the only check executed in payment of
principal that did not contain King' s signature.

8 King wote a letter to counsel for the debtor,
the pertinent part of which reads as foll ows:

Dear Ray,

It is ny understanding from Toy King' s
Chai rman of the Board, Don Mrrow, that he
met with you on or about Decenber 28,

1989, and discussed the steps that needed
to be taken in order for Toy King to get
its final decree in Chapter 11 Case # 88-
1663.

It is ny understanding from M. Morrow
that in order to apply for and get the
final decree, all clains nmust be paid

i ncluding the M&D Fi nanci al claimfor
$294, 382. 63.

Subsequently, M. Mrrow signed a Toy King
Distributors, Inc., check for $301, 006. 17

payable to M&D Financial, Inc., for
paynment of the above cl ai mon Decenber 29,
1989.

Pl ease confirmto ne in witing that 1)
the paynment of this claimfor the

speci fied anount was necessary in order to
apply for and receive a final decree in
Chapter 11 Case $[sic] 88-1663, 2) the
action in your opinion is proper and |egal
and 3) that it does not violate any
officers fiduciary responsibility.

| woul d appreciate your response
i mredi atel y.

Si ncerely,

TOY KI NG DI STRI BUTCRS, | NC
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Robert O. King
Pr esi dent

There is nothing in the record concerning
counsel's response, if any.

Contrary to the statenents attributed to counse
inthis letter, there was no requirenent that M&D be paid to
obtain the final decree. See Section IV.H 2. and IV.1.2. infra
for a discussion on this point.

8  Morrow received at |east $280,000 of the nonies
paid to M&D on the subordi nated note. Wodward received
$10,000. The remmi ning nmoni es were di sbursed to others at the
di rection of Morrow.

%  The parties stipulated that the debtor paid a
di vidend to Col eco in Decenber 1989.

°L  The evi dence shows that the debtor used
$969, 250. 22 of the letter of credit to make Toy King | dividend
paynents. This anount, added to the Decenber 29, 1989, paynent
of $301, 006. 17 nade to M&D, equal s $1, 270, 256. 39. Al t hough
there were other Toy King | dividend paynents made i n Decenber
1989 (e.g., to Coleco), the anmobunts of those additional
paynments is not in evidence.

%2 The debtor prepared its bal ance sheets on the
foll ow ng dat es:

May 28, 1989

July 2, 1989

July 30, 1989
August 27, 1989
Cct ober 1, 1989
Cct ober 29, 1989
Novenber 26, 1989
January 28, 1990

Except for the gap between Novenber 27, 1989, and
January 28, 1990, therefore, the length of tine between each
bal ance sheet ranged between 28 and 35 days.

% Angle received as conpensation for his interest
in TKA and M&D the sum of $29,500. He testified that this
paynment represented a repaynent of his original contributions
in TKA, M&D, and AM, plus $24, 000.
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% The parties stipulated that Liberty did not

file a UCC-1 financing statenent in M ssissippi.

% As shown in prior notes, TKA paid nonies it
received fromthe debtor to Liberty, C&S, and i ndividual
guarantors. The nonies the debtor paid to TKA exceeded the
nmoni es TKA paid to these recipients on TKA's obligations. The
record does not reflect how TKA distributed these excess
anounts.

96

See notes 59, 86, and 89 supra.
°  The debtor’s schedules reflect that, at the time
the petition was filed, the debtor’'s liabilities were
$3,669,570 and its assets were $3, 588, 406.

%  The court has adjusted the debtor's bal ance sheet
consistent wwth the evidence and credited testi nony of MCarthy
and Haas. Specifically, the court has adjusted the assets to
elimnate the parent conpany receivable (shown as a stock
subscription), as well as to reduce the value of the debtor's
inventory and fixed assets. The court has adjusted the
liabilities in accordance with the debtor's actual receipt of
nmoni es from TKA as stipulated by the parties. Finally, the
court has adjusted the shareholder's equity to elimnate the
paid-in capital occurring fromthe quasi-reorganization
accounting convention and to elimnate the preferred stock of
$1, 000, 000.

Al though McCarthy testified credibly that the
debtor's bal ance sheets as presented to the court overstated
t he prepai d expenses and i nproperly included unearned
di scounts, the court cannot adjust for these overstatenents
because the record contains insufficient evidence on these
points. MCarthy also testified credibly that the debtor's
bal ance sheets understated its liabilities, including |ease
rejection costs, costs of opening new stores, unanortized | oan
costs, or sales taxes, but again the court cannot adjust the
bal ance sheets because the record contains no specific evidence
of these understatenents.

Accordingly, the court adopts the foll ow ng
bal ance sheet, as adjusted by the court, as its findings of
fact as a reasonabl e approxi mati on of the true financial
pi cture of Toy King on the stated date:

JANUARY 28, 1990, BALANCE SHEET

COURT DEBTOR S

447



ASSETS:
CASH
RECEI VABLES
M SC.
STOCK
SUBSCRI PTI ON
| NVENTORY
PREPAI DS
NET FI XED ASSETS
DEPCSI TS AND
AMORTI ZABLE
LOAN COSTS
TOTAL ASSETS
LI ABI LI TI ES:
ACCOUNTS PAYABLE

VERCHANDI SE
EXPENSES

DI STRI BUTI ON PAYABLE

PREPETI TI ON
DEBT

ACCRUED PAYROLL
ACCRUED | NTEREST
ACCRUED EXPENSE
ACCRUED RENT
CREDI T MEMOS

( PARENT CO.)
BORROW NGS

TAX LI ABI LI TI ES
NOTE PAYABLE -

FORD

ADJUSTE
AMOUNTS

318, 147.

64, 872.

0.

1,169, 313.
15, 995.
295, 255.

185, 968.
2,049, 553.

1, 967, 705.
510, 440.

23, 896.
0.

0.

0.

718.

900, 000.
37,571.

44

D

38

75
00
76
74
26

22
11

57

. 00

00
00
00
00
27

00
73

8

ORI G NAL

AMOUNTS

318, 147.

64, 872.

0.

2,338, 627.
15, 995.
664, 795.

185, 968.
3, 588, 406.

1, 967, 705.
510, 440.

23, 896.
0.

0.

0.

718.

900, 000.
37,571.

38

75
00
51
74
26

22
86

57

. 00

00
00
00
00
27

00
73



MOTOR CREDI T 30, 817. 63 30, 817. 63
SUBCRDI NATED NOTE

PAYABLE
( M&D) 0. 00 0. 00

TOTAL

LI ABI LI TI ES 3, 471, 150. 05 3,471, 150. 05

STOCKHOLDER S EQUI TY:

PAI D- | N- CAPI TAL 0. 00 1, 915, 775. 00
CAPI TAL STOCK 0. 00 1, 000, 000. 00
COVMON STOCK 11, 110. 00 11, 110. 00

RETAI NED EARNI NGS
(LOSS) (1, 432, 706. 94) (2, 809, 628. 19)

TOTAL SHAREHOLDER S
EQUI TY (1,421, 596. 94) 117, 256. 81

TOTAL LI ABILITIES
AND EQUI TY 2,049, 553.11 3, 588, 406. 86

%  The debtor listed as disputed $1, 129, 333. 24 of
its unsecured debt.

10 The court calculates this by dividing $5, 000 by
30 days for a per diemsalary of $166.66. Miltiplying $166. 66
by 38 days, representing the period fromApril 10, 1989,

t hrough May 18, 1989, results in $6, 333. 33.

190 The debtor filed no financial reports prior to
the entry of the order of relief. There is no evidence in the
record, therefore, of what salary, if any, the debtor paid
Morrow bet ween t he dates of February 12, 1990, and April 9,
1990, although it appears probable that Mrrow received
conpensation in sonme anount during that period of tine.

192 The court cal culates this amunt by subtracting
the $12,014.62 repaynent fromthe total anmpount paid of
$20,769.24, resulting in $8,754.62 as the conpensation that
Morrow actually recei ved. \When the court approved conpensation
of $6,333.33 is subtracted fromthe actual conpensation of
$8, 754.62, there is a $2,421.29 bal ance that has yet to be
repaid to the debtor for excess conpensation.
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103 post-petition the debtor made one interest

paynent to TKA in the amount of $9,450. Post-petition TKA
made one interest paynment to Liberty in the anmount of
$8, 050.

Post-petition the debtor al so nade one interest
paynent directly to Liberty in the anount of $10, 462. 50.
The debtor then paid Liberty $149,008.33 in interest on
August 2, 1991. Accordingly, the debtor paid directly to
Liberty a total of $159,470.63 in interest during the
pendency of Toy King |1

Because interest accrued on nost of the Liberty

loan at a floating rate, the court is unable to determ ne
Wi th accuracy the anmount of interest earned by Liberty on a
mont hly basis between February 12, 1990, and August 2, 1991.
In the absence of evidence of the nonthly rate of interest
applicable to the loan, the court is constrained to
determne the interest on a pro rata basis. Accordingly,
the court determ nes that Liberty earned interest at the
rate of $297.5202 per day on its claimof $900,000. The
court calculates this per diemrate by dividing the total
anount of interest paid, $159,470.83, by the nunber of days,
536, between February 12, 1990, and August 2, 1991.

104 The debtor's schedul es refl ect general unsecured
clainms that are not disputed, contingent, or unliquidated in
t he amount of $612,787.44. In addition, creditors have filed
proofs of general unsecured clainms in the anount of
$2,277,121.08. In those circunstances in which a schedul ed
claimant filed a proof of claim the court has subtracted the
schedul ed anmount and added the cl ai med anount. |In those
circunstances in which the claimant filing the proof of claim
was not schedul ed, the court had added the anpbunt of the proof
of claim In this manner, the record shows all owed general
unsecured clains in the approxi mate anount of $2, 889, 908. 52.

105 See al so, note 1 supra and rel ated text.

106 Al'l bal ance sheets prepared by the debtor between
May 28, 1989, and Cctober 29, 1989, showed $1 nmillion as
preferred stock in shareholders' equity. The Novenber 26
1989, bal ance sheet was the first and only bal ance sheet in
which the $1 mllion was shown as a liability. The January 28,
1990, bal ance sheet again showed $1 mllion as preferred stock
in sharehol der's equity.

107 As the defendants thensel ves point out, the
debtor was the entity that generated the revenue.
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%% The court notes that there is a contrary |line of

authority that holds that the obligation to pay interest does
not create an antecedent debt unless it is not paid tinely
because the obligation to pay interest does not arise until the
due date. See Friedman v. Gass (In re Martec Corp.), 127 B.R
65, 67-68 (Bankr. S.D. Fla. 1991). The court declines to
followthis mnority view and i nstead adopts the better
reasoned authorities.

199 Morrow, through his direct testinony, opined that

the debtor's assets included good will. The court does not
credit this opinion. See Consove v. Cohen (In re Roco Corp.),
701 F.2d 978, 984 (1° Cir. 1982)[court found that it was not
error to exclude good will fromthe debtor's bal ance sheet for
pur poses of determ ning insolvency where the record | acked
"[t]ypical indicators of goodwill, such as a record of highly
profitable operation over a period of years, a valuable
custoner list, or a trade nane devel oped by the conpany

Coe The court further noted that "[t]ypically, goodw ||
will not be reported on a bal ance sheet unless there is hard
evidence of its existence and value . . . ." 1d. at 983].

In this case, the debtor was an econom c "basket
case" throughout the entire tine follow ng the confirmation of
Toy King | as described in detail in this decision. Perhaps
t he best evidence of the debtor's "good wll" |acking any
tangi ble value is the fact that VM ultimately purchased the
debtor's assets in a liquidation sale. The debtor did not sel
its business as a going concern.

19 The industry practice of shipping inventory on
dating terns recogni zed that the typical toy retail er operates
at a loss for nost of the year. See Section |V.B. supra.

1 The parties stipulated to this anount.

12 The confirmed plan in Toy King | provided that
unsecured clains receiving distribution nore than 90 days after
confirmation were to be paid nine percent interest. The debtor
made a di vidend paynment to M&D on July 6, 1989. Because the
debtor made its first paynment on the First Union claimw thin 90
days of confirmation, it was not required to pay interest on that
dividend distribution. The debtor was required to pay only the
princi pal anount on that claim As the court found in note 59
and rel ated text supra, the debtor paid $138,500 to M&D conpri sed
of $121,000.62 in principal and $17,499.38 in interest and
"profit." Accordingly, $17,499.38 of that paynment was interest

451



and "profit" in excess of that provided for and contenpl at ed
under the confirmed plan ($138,500 m nus 121, 000. 62).

3 1t is unclear how the debtor and M&D det er nmi ned
this amount. Under the plan, the debtor was to pay interest at
the rate of nine percent to all claimnts not receiving paynent
wi thin 90 days of confirmation. The interest began to run on
the effective date of the plan, June 12, 1989. Assum ng that
$294, 382 represented the remai ni ng principal balance owed to
M&D as of Decenber 29, 1989, the debtor would owe $14,513.03 in
interest. The court calculates this anpunt as follows: N ne
percent interest divided by 365 days in a year equals a daily
interest rate of .0002465. Miltiplying the remaining principal
bal ance of $294,382 by the daily rate of .0002465 gives a per
diemrate of $72.6516. Miltiplying the per diem by the nunber
of days between the effective date of the confirnmed plan and
the final paynent on the claim or 200 days, equals $14,513.03
ininterest. The debtor would therefore owe $308, 895. 03,

i nclusive of interest, on Decenber 29, 1989, using this

met hodol ogy. (This cal cul ati on does not take into account the
excess $17,499.38 that the debtor paid on July 6, 1989, in
contravention of the terns of the confirnmed plan.)

The note that the debtor executed on behal f of
M&D, however, provided for the paynent of interest at 14.5
per cent begi nning on Septenber 11, 1989, a date that was the
91°' day after the effective date of the debtor's confirned
pl an. Assum ng that $294, 382 represented the remaining
princi pal bal ance owed to M&D as of Decenber 29, 1989, the
debt or would owe $19,159.86 in interest under the note. The
court calculates this as follows: Miltiplying the principal
amount of $294, 382 by the nine percent per diemrate, as
cal cul at ed above, for 90 days equals $6,538.64 in interest
ow ng for the first 90 days. Then, 14.5 percent interest
di vided by 365 days in a year equals a daily interest rate of
.000397. Miltiplying the daily interest rate by the principal
bal ance of $294, 382 owed gives a per diemrate of $116. 6965.
Mul tiplying the remaining principal balance of $294,382 by the
nunber of days between Septenber 11, 1989, and the final
paynment of the claim or 108 days, equals $12,621.22 in
interest. The debtor would therefore owe $313, 541. 86,
i nclusive of interest, on Decenber 29, 1989, using this
met hodol ogy. (This cal cul ati on does not take into account the
excess $17,499.38 that the debtor paid on July 6, 1989, in
contravention of the terns of the confirnmed plan.)

Regardl ess of which calculation is used, the

debtor did not pay M&D all the interest to which it was
entitled in the Decenber 29, 1989, paynent. MsD received
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$7,888.86 less than it was entitled to recei ve under the
confirmed plan ($308, 895. 03 m nus 301, 006.17) and $12, 535. 69
less than it was entitled to receive under the subordi nated MD
note ($313,541.86 m nus $301, 006. 17).

The court declines to "add back"” the interest and

"profit" paid in derogation of the confirnmed plan to M&D on
July 6, 1989, for the purpose of these calculations. To do so
woul d effectively ratify the principals' self-dealing in paying
t henmsel ves nore than was due under the confirmed plan and nore
than other creditors in |like circunstances, where the paynment
was made in direct contravention to the confirned plan and at a
time when the debtor was in financial distress.

14 The record does not reveal why the plaintiff does
not also attack the July 6, 1989, paynent as a preference.

115

See notes 49 and 56 supra.
16 |f a bankruptcy estate has a preference claim
the trustee may exercise the trustee's power to pursue that
claimand set aside the preference. |If a bankruptcy estate
does not have such a claim the trustee has no ability to
pursue the preference. Wen a Chapter 11 plan is confirned,
all of the debtor's property revests in the debtor (unless the
pl an or order of confirmation provide otherwise). |If the court
converts the confirnmed Chapter 11 case to a case under Chapter
7, the bankruptcy estate now adm ni stered by the Chapter 7
trustee has no assets. It therefore has no preference claim
and the Chapter 7 trustee has no ability to pursue a
pr ef er ence.
"7 Priority tax and administrative clains
conceivably could nerit special treatnent. See, e.g., Wite
Far m Equi pnent, 943 F.2d at 757 [priority claimby IRS for
trust fund taxes remains a priority claimin subsequent case];
United States v. Conston, Inc. (In re Conston, Inc.), 181 B.R
769, 780 (D. Del. 1995)[priority incone tax clains contained in
a confirmed reorgani zation plan, if the clains retain tax
characteristics, may be entitled to priority status in
subsequent case]. Contra, Jartran, 886 F.2d at 870[an
admnistrative claimin the first case is not necessarily an
admnistrative claimin the second case]. The clains at issue
in this case, however, are sinple unsecured clains, not
adm nistrative or priority clains, and therefore these cases
are inapposite.

18 1t is noteworthy that the plaintiffs have

attacked only one dividend paynent as preferential, a paynent
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to an insider. Most of the dividend paynents in this case
occurred outside the applicable preference period. Even those
that fall within the preference period, other than the one at
i ssue here, would be unassail abl e because they were clearly
arnms-length transfers paid in the ordinary course of the
debtor's and creditor's business and pursuant to the court's
order of confirmation.

119 The debtor opened its new stores in Maryl and and
Pennsyl vani a as fol | ows:

St ore

| nventory
Store Locati on pened Shi pped
Franklin MIIs PA 10/ 15/ 89 10/ 8/ 89
Bowi e MD 10/ 21/ 89 10/ 11/ 89
Landover VD 11/ 11/ 89 11/ 04/ 89

120 |iperty filed UCG-1 financing statenents on

January 2, 1990, and January 3, 1990, in Pennsylvania and
Maryl and, respectively.

2L 1f Liberty did not file UCC-1 financing
statenents in Pennsylvania and Maryland within this four-nonth
period, its perfection as to inventory in those states would
| apse effective on the date the inventory was first shipped to
the new state. |If Liberty then filed its UCC 1 financing
statenents outside the four nonth period, the filing would
continue Liberty's perfection in all inventory shipped within
four nonths of that |later date but would re-perfect Liberty's
security interest in inventory shipped nore than four nonths
before the filing date, assum ng no interveni ng purchaser. See
Gennet v. Fason, 178 B.R 888, 892 (S.D. Fla. 1995)[ hol di ng
that a secured creditor has four nonths fromthe date of each
shi pnent of goods to file UCC-1 financing statenents in a new
state]. Such re-perfection, of course, would constitute a
transfer of an interest in property within the nmeani ng of
Section 547(b).

122

See note 49 supra.

122 Athough it is clear that the debtor understated
its liabilities on its bal ance sheets, the court cannot determ ne
fromthe evidence which liabilities were understated. See note
46 and surroundi ng text supra.
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124 This change occurred foll owing the Novenber 17,

1989, neeting between Mrrow, Angle, and Horne, at which Morrow
advi sed Horne that TKA woul d be unable to nmake any paynent on
the principal as had been verbally agreed between the parties
when the Liberty | oan was negoti at ed.

125 sSee note 49 supra and surrounding text.

126

See notes 6 and 38 supra.
127 Morrow and Angle also qualify as insiders of the
debt or because they were officers and directors of the debtor.
See 11 U.S.C. 8§ 101(31)(B)(i) and (ii).

122 The agreenent between the debtor and First Union
was a conprom se of controversy that required court approva
upon notice and hearing pursuant to F.R B.P. 9019(a) and
F.R B.P. 2002(a).

129 The note provided for interest to be paid at the
rate of 14.5 percent rather than the nine percent provided for in
t he pl an.

139 Notably, no evidence was presented that woul d
reflect that TKA nade witten demand on the debtor for paynent of
princi pal on any of the prom ssory notes.

131 The defendants suggest that the entry of the final
decree in the Toy King | case was a prerequisite to the planned
merger with VM and that the debtor had to pay all unpaid
dividends to obtain the entry of the final decree. This argunent
is unpersuasive. At the tine the debtor nade the paynent, there
was an appeal pending in the district court of the bankruptcy
court's order awarding attorney's fees. The bankruptcy court
could not have entered a final decree until that appeal was
determned. The defendants |acked any ability to effect the
di sposition of that appeal, as did the bankruptcy court itself.

In addition, there is no requirenent that al
di vidends be paid before the court can enter a final decree. The
court can enter a final decree as soon as the estate is "fully
admnistered." F.RB.P. 3022. In this district, that neans
"substantial consummation.” See 11 U S.C. § 1101(2) and L.B. R
3022-1. Substantial consunmation had | ong since occurred in Toy
King | because the debtor had commenced performance under the
plan. Thus, the only reason the court could not enter the final
decree at the tinme was the pendency of the appeal. There was no
requi rement what soever that additional paynents had to be nade to
M&D or anyone el se.
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132 |t is inpossible to determine if these payments

of principal included the debtor's obligation to pay |oan fees
and costs to TKA. For the purposes of this section, the court
will assune that it does. Gven the court's ultimte
determ nation of the issues, however, it does not nake any
difference in result if the $600, 000 paynent is considered as
principal and | oan fees and costs or exclusively as principal.
13 [ nly those individuals who had an affirmative
obligation to reveal what was allegedly omtted can be held as
primary participants in the alleged deception.” Rospatch
Securities Litigation, 760 F.Supp. at 1247. The court went on
to wite that "[a] person undertaking to furnish information
whi ch contains a material msstatenment or omssion is a primary
participant, so long as he or she is not so renoved fromthe
transm ssion of the msleading information that liability would
necessarily becone vicarious.”" 1d. In this case, Mrrow,
Angle, and King were all directors and officers of an insolvent
debtor and thus had a fiduciary duty to its creditors. See
Section V.F. 4. infra.

134 Al though King was not responsible for the

financi al managenent of the debtor, he co-signed nost of the
checks drawn agai nst the debtor's operating account.

135 Al'though not relevant to this decision, it
appears that the conceal nent nmay have begun even earlier during
the Toy King | case. 1In that case, the debtor paid to TKA a
"surety fee" disguised as advertising costs as additional
conpensation for inventory ordered through TKA

136 The Touche Ross pro forma did include a footnote
that stated that | ease rejection damages, in the potenti al
anount of $414,000, were not listed in the debtor's liabilities
because they were "contingent." That footnote added to the
false inpression that recipients of the pro forma received,
however, because it inplied that the nunbers that were actually
used in the pro forma were not "contingent."

137 The court notes that all of Horne's handwitten
notes prepared in furtherance of the Liberty loan list the
debtor's initial paynent to M& on the First Union clains in
t he amobunt of $140,000. Although there is no evidence as to
how t hat paynent was to applied to the First Union clains
di vi dend, anyone with a calculator can plainly see that the
proj ected paynent included sonme conponent of interest at a
point in time when the debtor expected to pay no interest to
unsecured clai mants under its plan.
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138 This case was abrogated by BFP v. Resol ution

Trust Corp., 511 U S. 531, 544-46 (1994). See note 140 infra.

139 This case was abrogated by BFP, 511 U S. at 544-
46. See note 140 infra.

140

Gissomdealt with a challenge to a foreclosure
sale. In 1994, the Suprene Court held in BFP, 511 U.S. at 544-
46, that any foreclosure sale conducted pursuant to state | aw
is presunptively for reasonably equival ent value. Because the
i ssue before this court is not a foreclosure sale, the Suprene
Court's decision is inapplicable. Gissom Bundles, and
Durrett continue to be good law in a case involving factual
circunstances |ike this one.

1 First Union had clainms against Toy King in Toy

King | for nonies it had |loaned to the debtor. No party in
interest objected to the clains, and they were deened all owed.
Thus, the holder of the clains was entitled to paynent of the
clainms under the ternms of the plan. The plan provided that al
unsecured clains would be paid 17.5 percent of their total

al l oned amount. The debtor and the creditors negotiated that
dividend at arns |length over a period of tine. The court
confirmed the plan that included this provision.

142 Liperty deducted |l oan fees and costs fromits
initial disbursenent of the Liberty | oan and charged them
agai nst the principal balance owed by TKA. TKA, in turn,

i ncorporated these fees and costs into obligations owed by the
debt or even though Toy King never actually received an

equi val ent anount of noney. Essentially, TKA passed the fees
and costs it incurred on the Liberty | oan onto the debtor by
charging it a |li ke anount.

3 The risk of non-paynent is determned by both the
quality and quantity of security that collateralizes the |oan
as well as the strength or weakness of the debtor's operations
and finances.

44 Horne testified that Liberty classified the |oan
as a 2S. See note 17 supra.

5 Liberty charged a fixed interest rate on $700, 000
of the Liberty |oan because it held cash or cash equival ent
collateral in that anount.

146 Liberty charged TKA the same rate of interest on
the Nintendo loan that it charged on the Liberty | oan, despite
the debtor's worsening financial condition.
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Y7 I'n many cases, when its assets are already

encunbered, an unsecured loan is the only option for a debtor.
In those circunstances, there is a value in the debtor's
ability to obtain financing that it would not otherw se be able
to obtain.

148 TKA had no independent assets other than its
stock in the debtor and receivables owed to it by the debtor.
TKA engaged in no active business other than operation of the
debt or.

149 See note 113 supra. Although the Decenber 29,
1989, paynent to M&D clearly contained | ess interest than was
owed on that date, regardless of whether it was cal cul at ed
according to the confirnmed plan or the subordinated note, the
court declines to offset the Decenber 29, 1989, underpaynent
agai nst the July 6, 1989, overpaynment. In the court's view,
such an offset would be inequitable and inappropriate in the
circunstances of this case because the July 6, 1989,
overpaynent was nade in direct violation of the confirnmed plan,
in bad faith, and to insiders in advance of nost other plan
di vi dends.

150 Section 726.106, Florida Statutes, provides as
fol | ows:

(1) A transfer nade or obligation incurred
by a debtor is fraudulent as to a creditor
whose cl aim arose before the transfer was
made or the obligation was incurred if the
debtor nade the transfer or incurred the
obligation without receiving a reasonably
equi val ent val ue in exchange for the transfer
or obligation and the debtor was insol vent at
that time or the debtor becane insolvent as a
result of the transfer or obligation.

(2) A transfer nade by a debtor is
fraudul ent as to a creditor whose clai marose
before the transfer was made if the transfer
was nmade to an insider for an antecedent

debt, the debtor was insolvent at that tine,
and the insider had reasonabl e cause to

beli eve that the debtor was insol vent.

1 The plaintiff did not argue this el ement at
trial.
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152 Cc&S woul d also be an initial transferee if the

court were to determne that TKAis a conduit. C&S is not a
party to the proceedi ng, however, and the plaintiff seeks no
recovery from C&S.

18 Alternatively, Section 550(a)(1) allows the
plaintiff to pursue the person or entity that receives the
benefit of the avoided transfer.

In this case, Liberty, Mrrow, Angle, and Wodward
recei ved noney from TKA or M&D. None of these defendants,
therefore, can be beneficiaries under Section 550(a)(1l). See
Bonded Fi nancial Services, 838 F.2d at 896 ["Soneone who
receives the noney later on is not an "entity for whose benefit
such transfer was nmade'; only a person who receives a benefit
fromthe initial transfer is wthin this |anguage."].

A guarantor is the paradi gm exanple of a
beneficiary. [1d. at 895. 1In this case, the debtor was the
sole obligor on its obligations to TKA and M&D; no person or
entity guarantied the debtor's obligations to TKA or M&D

154 Liberty does not refer specifically to Section
550(b) (1) as a defense in the pretrial stipulation (Docunment
No. 43). Liberty explained this omssion in one of its briefs
as follows:

4. Toy King Acquisitions, Inc.
served as a "conduit" between Liberty and
Toy King Distributors, Inc. Liberty has
argued fromthe outset that although Toy
King received the benefit of all of the
nmoni es | oaned (and in turn Toy King repaid
to Liberty all the anmounts received on
Li berty's loans), this was acconplished
primarily through the "conduit” of T. K
Acqui sitions, Inc. Although Liberty
originally gave sone thought to raising
def enses under 8§ 550(b) [on the theory
that Toy King paid nonies to T. K
Acquisitions as "initial transferee" and
further on the theory that Liberty was
therefore a transferee of T. K
Acqui sitions and not Toy King], this
argunment was abandoned once Liberty's
counsel realized that it was inconsistent
with the argunent that Toy King was the
true principal in the |loan transactions.
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[ Docunment No. 70 at 10-11]. As shown in Sections V.B.2. and
V. E. 2. above, however, the court has rejected this conduit
theory. Nevertheless, as shown by a conplete reading of the
pretrial stipulation and Liberty's briefs, Liberty has
consistently defended on the basis that all of its actions
were taken in "good faith" and were conpletely "above board."
This "good faith" defense, therefore, is plainly sufficient to
i nvoke the principles of Section 550(b)(1). See note 1 infra.
155 For a nore conprehensive discussion of this
point, see Section IV.E 4. and acconpanyi ng notes supra.
16 Nor can Liberty excuse its failures by relying
upon its secured status. Liberty willingly acceded to TKA's
request that TKA be denom nated as the obligor on the Liberty
| oan. Although it may not have appreci ated the consequences of
its actions when it made the loan to TKA rather than to the
debtor directly, Liberty knew or should have known t hat
i nterposi ng TKA between itself and the debtor would put it in
an entirely different posture in the event the debtor becane
i nsol vent .

157 Section 550(b) is, of course, an affirmative
defense as to which a defendant bears the burden only after the
plaintiff has established all of the el enents necessary to find
a transfer avoidable as a preference or a fraudul ent transfer.

158 See debtor's Novenber 26, 1989, bal ance sheet in

not e 84.
19 The court determines TKA's liability as follows:
Preferences nore than 90 days before the filing of
Toy King I1I:
Li berty Ni nt endo C&S C&S
Loan Loan Loan Guar anty
| nt er est | nt er est | nt er est Fees
$44,678. 27 $7, 162. 50 $6, 900. 00 $15, 283. 22
Preferences within 90 days of the filing of Toy
King I1I:
Li berty Ni nt endo C&S C&S
Loan Loan Loan Guar anty
| nt er est | nt er est | nt er est Fees
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Preferences within 90 days of the filing of Toy

$40, 492. 62 $12, 157. 00
Li berty Ni nt endo
Loan Loan
Pri nci pal Pri nci pal
$600, 000. 00 $700, 000.0

Fraudul ent t
of Toy King I1:
Li berty Ni nt endo
Loan Loan
| nt er est | nt er est
$8, 632. 12 $2, 479. 22
Li berty Ni nt endo
Loan Loan
Pri nci pal Pri nci pal
$600, 000. 00 $700, 000.0

160

King I1I:
M&D Not e pri nci pal
Decenmber 29, 1989
$294, 382. 00

Fraudul ent t
of Toy King I1:
M&D i nt er est
& "profit"
July 6, 1989
$17, 499. 38

161

foll ows:

Pr ef erences
Toy King I1I:

$2, 906. 26 $5, 000. 00

C&S
Loan

Pri nci pal
0 $250, 000. 00

ransfers within one

C&S C&S
Loan Guar anty
| nt er est Fees
$2, 231. 26 $20, 283. 22
C&S
Loan
Pri nci pal
0 $250, 000. 00

The court determnes M&GD s liability as foll ows:

M&D Not e | nterest
Decenmber 29, 1989

$6, 624. 17

ransfers within one year of the filing

M&D Not e
Pri nci pal

Decenmber 29, 1989

$294, 382. 00

The court determnes Liberty's liability as

nore than 90 days before the filing of
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Li berty Ni nt endo

Loan Loan
| nt er est | nt er est
$38, 812. 44 $6, 631. 94
Preferences within 90 days of the filing of Toy
King I1I:
Li berty Ni nt endo Li berty Ni nt endo
Loan Loan Loan Loan
| nt er est | nt er est Pri nci pal Pri nci pa
$37, 726. 33 $10, 208. 34 $600, 000. 00 $700, 000. 00

Fraudul ent transfers wthin one year of the filing
of Toy King I1:

Li berty Ni nt endo
Loan Loan
Pri nci pal Pri nci pal

$600, 000. 00 $700, 000. 00

%2 The court determ nes Mrrow, Angle, and

Whodward's liability as foll ows:

Preferences nore than 90 days before the filing of

Toy King I1I:

Quaranty Fees
NMor r ow $5, 094. 41
Angl e 5,094. 41
Wodwar d 5,094. 41

Preferences within 90 days of the filing of Toy
King I1I:
M&D Not e

Guaranty fees Decenber 29, 1989
Mor r ow $1, 666. 67 $280, 000. 00
Angl e 1, 666. 67
Wodwar d 1, 666. 67 10, 000. 00

Fraudul ent transfers wthin one year of the filing
of Toy King I1:
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M&D pri nci pal

Guaranty fees interest, & "profit"
Mor r ow $6, 761. 08 $288, 303. 46*
Angl e 6, 761. 08 8, 303. 46**
Wbodwar d 6, 761. 08 10, 892. 46***

* This amount represents M&D s paynent to Morrow of interest
and "profit" on July 6, 1989, $8,303.46, plus its paynent of
$280, 000 on or after Decenber 29, 1989.

** This amount represents M&D s paynent to Angle of interest
and "profit" on July 6, 1989.

*** This anmount represents M&D s paynment to Wodward of
interest and "profit" on July 6, 1989, $892.46, plus its
paynment of $10,000 on or after Decenber 29, 1989.

%3 There is no equivalent to Section 547 of the
Bankruptcy Code in Florida Statutes (although transfers avoi ded
pursuant to Section 726.106(2) are occasionally referred to as
preferences in the case law). The plaintiff neither asserted
nor prosecuted any claimfor relief under state | aw on a theory
that the transfers at issue were preferential.

%4 The court determines TKA's liability as follows:

Fraudul ent transfers within one year of the filing
of Toy King I1:

Li berty Ni nt endo C&S C&S

Loan Loan Loan Guar anty

| nt er est | nt er est | nt er est Fees

$8, 632. 12 $2,479. 22 $2, 231. 26 $20, 283. 22
Li berty Ni nt endo C&S

Loan Loan Loan

Pri nci pal Pri nci pal Pri nci pal

$600, 000. 00 $700, 000. 00 $250, 000. 00

%5 The court determines M&D's liability as foll ows:

Fraudul ent transfers wthin one year of the filing
of Toy King I1:

M&D i nt er est M&D
& "profit" Pri nci pal
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July 6, 1989 Decenber 29, 1989

$17, 499. 38 $294, 382. 00

%6 The court determines Liberty's liability as

foll ows:

Fraudul ent transfers wthin one year of the filing
of Toy King I1:

Li berty Ni nt endo
Loan Loan
Pri nci pal Pri nci pal

$600, 000. 00 $700, 000. 00

%7 The court determ nes Mdrrow, Angle, and

Whodward's liability as foll ows:

Fraudul ent transfers wthin one year of the filing
of Toy King I1:

M&D pri nci pal
Guaranty fees interest, & "profit"
Mor r ow $6, 761. 08 $288, 303. 46*
Angl e 6, 761. 08 8, 303. 46**
Wbodwar d 6, 761. 08 10, 892. 46***

* This amount represents M&D s paynent to Morrow of interest
and "profit" on July 6, 1989, $8,303.46, plus its paynent of
$280, 000 on or after Decenber 29, 1989.

** This amount represents M&D s paynent to Angle of interest
and "profit" on July 6, 1989.

*** This anmount represents M&D s paynment to Wodward of
interest and "profit" on July 6, 1989, $892.46, plus its
paynment of $10,000 on or after Decenber 29, 1989.

%8 The unsecured creditors conmittee's clains of
fraudul ent transfers and associated liability under Florida | aw
have been determned in Sections V.D. and V.E. supra.

%9 The debtor did not have a profit expectancy wth
respect to its receipt of the Liberty |oan proceeds. The
debtor expected to pay its obligations under the TKI confirned
plan and to maintain its operations with an anticipated | oss
for the 1989 fiscal year. Even if the debtor did have a profit
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expectancy, it could not show that Liberty thwarted that
expectancy when Liberty failed to verify the debtor's net

worth. The debtor's profit expectancy, if any, was prem sed on
Li berty's funding of the Liberty |oan and thus enabling the
debtor to continue in operation rather than fromthe presence
or absence of an opinion letter. Stated another way, the
debtor's profit expectancy depended on its actual worth,

i ncl udi ng nmonies comng fromthe Liberty |oan, rather than on
an opinion of its worth.

10 The net worth covenant contained in the
commtnment letter was not intended to benefit the debtor.
Rather, it was there for Liberty's protection to ensure that
the ultimate beneficiary of the | oan proceeds was a financially
viabl e and creditworthy operation. The net worth covenant was
also there for the debtor's trade creditors' benefit. Because
the commtnent letter was incorporated into the debtor's
confirmed plan, the debtor's trade creditors were justified in
their reliance on Liberty's adherence to all of the terns of
the coomtnent letter, including the net worth covenant.

. I'n contrast, one can find a nultitude of
publ i shed cases in which an aggrieved plaintiff seeks damages
as a consequence of a bank's failure to make a prom sed | oan.
See, e.qg., United of Onaha Life Insurance Co. v. Nob Hil
Associ ates, 450 So.2d 536, 539 (Fla. 3d DCA 1984); Capital
Nati onal Bank (Peoples Downtown National Bank) v. Southern Pine
Isle Corp.), 353 So.2d 600, 602 (Fla. 3d DCA 1977); Financi al
Federal Savings and Loan Associ ation of Dade County V.
Continental Enterprises, Inc., 338 So.2d 907, 908 (Fla. 3d DCA
1976) .

172 As the court wote in Section V.D.2. supra, the

trade creditors relied upon Liberty's due diligence and were
adversely affected by Liberty's negligence in nmaking the
Li berty loan. The plaintiff has successfully pursued clains on
behal f of the trade creditors through its preference and
fraudul ent transfer clainms in which Liberty has been held to
account for its failures. See Section V.E. 4. supra. Those
clainms, of course, sound in tort rather than contract and
different |egal principles apply.

1% For exanple, subsequent to the Toy King |
confirmation, TKA obtained Liberty's witten consent to borrow
against the C& line of credit.

Al t hough not raised in this proceeding, the terns

of the commtnent letter prohibited the debtor from borrow ng
from TKA absent Liberty's consent.
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17 The court notes that, even had Liberty breached

the confirmed plan in making the Nintendo | oan, the conmttee
has failed to provide any evidence of quantifiable danmage to
the debtor flowing fromLiberty's making of the N ntendo | oan.
The debtor was not the obligor on the Nintendo | oan. The
debtor was sinply a guarantor and, because TKA paid the
Ni ntendo loan in full prior to the filing of Toy King II, the
debtor was never called upon by Liberty to performits
obl i gati ons under the guaranty.

> The commitment letter also provided that, in the
event the initial $1 mllion letter of credit was repaid and
addi ti onal nonies were | oaned under that |ine, any extensions
on the line were to be nade available to the debtor as a
capital contribution.

16 The commitnent letter contenplated that Liberty
woul d advance $1 nmillion of the Liberty |oan proceeds through a
letter of credit to the debtor for the sole purpose of paying
creditors' clainms pursuant to the confirmed plan. The plan
itself contenplated that these paynents -- or dividends --
woul d be paid by borrowi ngs of the debtor, either from TKA or
anot her source. Although the debtor’s bal ance sheet did show
sone of this noney as equity in the debtor, it was not required
by the plan.

7" The court calculated this anobunt by addi ng

together all of the interest that the debtor paid to TKA on
Notes 1, 2, 3, 4, 8, and 15 between the dates of May 30, 1989,
and Decenber 28, 1989. See note 57 supra.

1 The court specifically authorized the plaintiff
commttee to do this.

17 Al t hough not germane to the issues in this case,
the court notes that, when a corporation distributes a dividend
to its shareholders that is disproportionate to their equity
interests, it my be an illegal dividend. See generally,

Al liegro, 136 So.2d at 659-61

180 TKA increased the guaranty fees as a response to

t he worsening condition of the debtor which, although not
formally or legally obligated on the C&S note, was the source
of the nonies used to nake the paynents to C&S.

181 Although the statute is not specifically directed
to corporate officers, the case | aw nmakes clear that both
officers and directors of a corporation owe fiduciary duties to
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the corporation. See, e.g., Sea Pines, 692 F.2d at 977,

Ti nwood v. Sun Banks, Inc., 570 So.2d 955, 959 (Fla. 5'" DCA
1990); Snyder Electric, 305 NW2d at 869. Cf. Steinberg v.
Kendig (In re Ben Franklin Retail Stores, Inc.), 2000 W. 28266
(N.D. 1l'l.)["Al though Del aware courts have found that officers
owe fiduciary duties to the corporation, this Court has found
that the only instances where such a duty is found are where
the circunstances involved self-dealing."].

182

See notes 53, 54, 57, and 75 supra.
183 Morrow and Angle were officers and directors of
both TKA and the debtor. King, however, was an officer and
director of the debtor only.

184 Mpst of the Toy King | creditors al so becane
creditors in Toy King Il

185 One possibility that cones imediately to mnd,
however, is that the debtor could have filed a notion for post-
petition financing to borrow the necessary funds from TKA t hat
were available on the C& line of credit.

186 See note 12 supra and acconpanying text for a
description of the factual circunstances surrounding this
"notice."

187 "The usual renedy for the inproper purchase of
clains at a discount by a fiduciary is to subordinate or
disallow the fiduciary's claimto the extent its face anount
exceeds the anount paid."” Papercraft, 187 B.R at 501. This
alternative renedy is inapplicable on these facts because M&D
has no pendi ng cl ai m agai nst the estate.

188 The court calculates this anount as foll ows:

$439, 506. 17 representing the anount that the debtor paid on the
First Union clainms, mnus $125,000.00 representing the anount
that Morrow and Angle paid to acquire the First Union clains,
equal s $314,506.17. See notes 59 and 89 supra and surroundi ng
text. The court notes that, in this case, the debtor would not
have realized a "profit" if it had acquired the First Union
clainms but instead would have realized a comensurate reduction
inits liabilities. This distinction, however, is uninportant
for the purposes of this danmage cal cul ati on.

189 See note 159 supra. This anmpunt represents al
preferential transfers made by the debtor to TKA as determ ned
by the court in Sections V.C.2. and V.C. 3. supra. Included in
this anount is the | esser anount of $1,583,625.82 that the
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court determned in Section V.D. represents fraudul ent
transfers by the debtor to TKA
190

See notes 59 and 89 supra.
190 The court concluded, however, in Section
V.F.4.c.v.(4) above, that Angle is legally responsible for this
paynment under an alternative theory.

192 Al t hough the court has held in Section
V.F.4.c.iv.(2) supra that Mrrow, Angle, and King breached
their fiduciary duties of care in connection with engi neering

borrowi ngs from TKA, it was the terns of the borrow ngs -- and
not the fact of borrowi ng per se -- that underlies the court's
deci si on.

193 The debtor nore than doubled its inventory
between the tinme that TKA approached Liberty for an additional
loan and the tinme that TKA nade available to the debtor all of
the proceeds fromthat loan. All inventory shipped into the
debtor during this period secured the Liberty |oan through the
after-acquired collateral clause. As shown in notes 46, 82,

83, 84, and 98 and surrounding text supra, the debtor's

i nventory, whether valued at the debtor's stated anounts or the
court's adjusted anounts, at all tinmes exceeded TKA's

out st andi ng bal ance on both the Liberty and N ntendo | oans.

194 The debtor was the obligor on its borrowi ng from
TKA.  Thus, the debtor paid $1.3 million in principal directly
to TKA in the period between the confirmation of Toy King I and
the filing of Toy King Il in repaynment of its debt to TKA. TKA
in turn paid to Liberty $600,000 on the Liberty I oan and
$700,000 in satisfaction of the Nintendo | oan fromthe nonies
it received fromthe debtor.

195 The court calculates the liability of each
guarantor as follows: by dividing the total that the debtor
paid directly to Liberty in the amount of $1, 059, 470. 83 by
seven guarantors (the debtor, Angle, Mrrow, Wodward, Hunsaker

1, Hunsaker 111, and Ranney), each guarantor woul d be
responsible for a pro rata contribution in the anmount of
$151, 352. 9757. Hunsaker 111 and Ranney, however, are limted

guarantors with a cap of $87,500. Subtracting this limted
amount, in the total anmount of $175,000, from $1, 059, 470. 83
equal s $884,470.83. By dividing this anpbunt by the remnaining
five guarantors (the debtor, Mrrow, Angle, Wodward, and
Hunsaker 11), each of the remaining guarantors would be Iiable
for $176,894.166. Hunsaker |1, however, also limted his
l[iability on the guaranty to a total of $175,000. Subtracting
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$350, 000 from $1, 059, 470. 83 ($87,500 each for Ranney and
Hunsaker |11 and $175,000 for Hunsaker 11) |eaves $709, 470. 83
to be divided pro rata anong the remaining four guarantors (the
debtor, Mrrow, Angle, and Whodward), or $177,367.7075 each.
(Wodward is also a limted guarantor. Because her liability
is capped at $350, 000, however, the limtation on her liability
isirrelevant to this calculation.) The court, therefore,
determ nes each guarantor's contribution on the Liberty |oan as
fol | ows:

Guar ant or Contri bution
The debt or $ 177,367.71, rounded up from $177, 367. 7075
Mor r ow 177, 367.71, rounded up from 177,367.7075
Angl e 177, 367.71, rounded up from 177,367.7075
Wbodwar d 177, 367.71, rounded up from 177,367.7075
Hunsaker |1 175, 000. 00
Hunsaker 111 87, 500. 00
Ranney 87,500. 00

$1, 059, 470. 84

O these anounts, 84.948 percent represents
princi pal and 15.052 percent represents interest as foll ows:

Quar ant or Contri bution
Pri nci pal | nt er est

The debt or $150, 670. 32 $ 26, 697. 39
Mor r ow 150, 670. 32 26, 697. 39
Angl e 150, 670. 32 26, 697. 39
Woodar d 150, 670. 32 26, 697. 39
Hunsaker |1 148, 659. 00 26, 341. 00
Hunsaker 111 74, 329. 50 13,170.50
Ranney 74, 329. 50 13,170.50

$899, 999. 28 $159, 471. 56

19  This collateral includes real estate, shares of

stock, and repurchase agreenents and is nore particularly
described in note 20 supra and acconpanyi ng text.

197 The confirnmed plan in Toy King Il (Min Case
Docurment No. 310) allowed the unsecured creditors commttee to
prosecute any and all clainms that a trustee or debtor-in-
possessi on coul d prosecute.

198 The remaining $250,050 that VM paid to the

debtor represented the fixed assets, |easehold interests, and
contract rights.
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199 The debtor had previously made an interest
paynent in the anount of $10,762.50 to Liberty on March 31,
1990. See note 57 and surrounding text supra. The unsecured
creditors commttee seeks to recover this paynent in its
contribution claimonly.

200 The confirnmed plan in Toy King Il (Min Case
Docurment No. 310) allowed the unsecured creditors commttee to
prosecute any and all clainms that a trustee or debtor-in-
possessi on coul d prosecute.

200 A claimis deened allowed unless a party in
interest objects. 11 U S.C. 8§ 502(a). The party who objects
has the burden of going forward with facts that overcone the
presunption of validity that attaches to all properly filed
clains. Heritage Bank Tinley Park v. Steinberg (Inre Gabill
Corp.), 121 B.R 983, 992 (Bankr. N.D. Ill. 1990). Once the
plaintiff has overcone this presunption, the burden is on the
claimant to establish the validity and amount of its claimby a
preponderance of the evidence. T-H New Oleans Limted
Partnership, 116 F.3d at 798.

202 The debtor has no | egal or beneficial entitlenent
to the cash, cash equivalents, or real estate collatera
pl edged by the individual guarantors to secure the Liberty
| oan.

In Section V.F.8. above, the court determ ned that
the debtor -- through the comnmttee -- is subrogated to the
rights of Liberty to the collateral given Liberty by the
i ndi vi dual guarantors. This devel opnent does not affect the
court's determ nation of the secured status of Liberty's claim
because the court nmakes the secured status determ nation as of
a much earlier tinme. See Section V.H 4. infra.

203 Under Section 544(a)(3) of the Bankruptcy Code,
the trustee has the rights of a bona fide purchaser only as to
real property.

204 The court calculates this amount as follows: By
subtracting the value of the debtor's inventory on May 17,
1990, in the anpbunt of $750,000 fromthe value of the debtor's
i nventory on January 28, 1990, as determ ned by the court in
note 98 supra of $1,169,313.76, the court determ nes that the
val ue of the debtor's inventory dimnished in the anmount of
$419, 313. 76 over a period of 109 days, or by $3, 846. 9152 per
day. By multiplying $3,846.9152 by the nunber of days between
January 28, 1990, and the date Toy King Il was filed, February
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12, 1990, or 15 days, the court determ nes that the debtor's
inventory di m ni shed by $57,703.80 by the Toy King Il filing
date. By subtracting this amount, $57,703.80, fromthe val ue
of the debtor's inventory on January 28, 1990, $1, 169, 313. 76,
the court concludes that the debtor's inventory had a val ue of
$1, 111, 610. 03 on February 12, 1990.

205 |iberty stipulated that it did not have a
security interest in the debtor's fixed assets and | easehol d
i nterests.

206 The court calculates this amount as follows: By
subtracting Liberty's allowed secured claimin the anount of
$750, 000 fromthe amount it sought in its proof of claim
$900, 000, the court determ nes that Liberty's claimis
unsecured in the amount of $150, 000.

207 The court notes that, although Liberty included
attorney's fees in an unspecified anmount in its claim the
debtor did not pay attorney's fees when it paid the claim
| nstead, Liberty has sought paynent of its attorney's fees from
the debtor's co-guarantors and/or their pledged collateral, as
provided for in the Liberty |oan docunents.

28 |In Hartford Underwiters Insurance Co. v. Union
Planters Bank, N A, 120 S.C. 1942, 1948 (2000), the Court
held that only a trustee or debtor-in-possession can seek
recovery under Section 506(c) of the Bankruptcy Code. The
Court left open the question of whether a bankruptcy court can
authorize a creditor or creditor's commttee to bring a claim
under Section 506(c). 1d. at 1951 n.5.

209

Wt hout considering adm nistrative clains that
must be paid before priority and general unsecured clains, the
pendi ng allowed priority and unsecured clainms in this case are
$3,163,881.91. See Section IV.1.3. above. This anmpbunt exceeds
any possible recovery in this adversary proceedi ng. Because
the only assets remaining in this case are the clainms in this
adversary proceeding, it is not possible that unsubordi nated
general unsecured claimants can be paid in full in this case.

219 |iberty clearly operated under the prem se that
the Liberty | oan was a private transacti on between the parties
and thus did not appreciate the legal ram fications of making
the loan as part of a confirmed plan in a bankruptcy
reorgani zati on.

211 The evidence shows that TKA and M&D are shel
corporations with few, if any, assets. Hence, it is unlikely
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that the plaintiff will realize a tangible recovery fromthose
entities.

212 (ne can only imgi ne what Liberty's reaction
woul d have been had it been told of this paynent after having
just been told by Morrow and Angle that the debtor was unabl e
to make anticipated principal paynents on the Liberty | oan.

213 The debtor owed this anmpunt as of My 28, 1990.
See note 46 supra.

214 The debtor owed this anpunt as of January 28,
1990. See note 98 supra.

21> MRD s benefit fromits acquisition of the First
Union clainms was slightly less than its liability for
preferential and fraudulent transfers in this proceeding. M&D
is liable for $318,505.55 in preferential and fraudul ent
transfers but was benefited by only $314,506. 17 of that anount.
(The court cal culates M&D s benefit by subtracting M&D s cost
of acquiring the First Union clains, $125,6000, fromthe
debtor's paynents post-confirmation paynents on those cl ai ns of
$439, 506. 17.)

Al t hough M&D coul d theoretically make a claim
agai nst the debtor for $3,999.38 nore than the benefit it
recei ved ($318, 505.55 m nus $314,506.17), the court views this
as a renote possibility because the evidence shows that M&D is
a shell corporation. There appears, therefore, to be no
reasonabl e |ikelihood that M&D will satisfy its liabilities in
full.

It is the court's intent to subordinate M&D s
claimonly to the extent that it received an unjust benefit.
In the unlikely event that M&D satisfies its liabilities in
full, the court is available to adjust this equitable
subordi nation determ nation to allow M&D an appropriate
unsubordi nated cl ai m
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